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The shoe doesn’t fit
but Kathy wears it anyway
Two months ago, Kathy had three
A guy named Buzz. A new English singing group. And
a kicky shoe she spotted in a fashion magazine.
Now Kathy's going steady with Buzz. And she owns two
of the group's albums. So she set out to get the shoes.
The shoestore had them, but not in her size. So she
bought the nearest size. And she’s regretted it ever since.
And so has the shoestore. For they knew if they had a
few more unhappy customers like Kathy, they wouldn’t
have any more customers at all.
That’s why they asked Standard Register to help them
figure out an inventory system that works.
Smart move. We specialize in designing business
forms and systems that do the job right.

Published by eGrove, 1968

For more than 50 years, we’ve trained our men to
know systems, forms and processing equipment. The
training never ends. So they’re always up to date.
If you’ve got a paperwork problem, we've probably
got the answer. Whether you’re selling fashion or food
stuff. Whether you’re big, small or in between.
Just write The Standard Register Company, Dayton,
Ohio 45401. Our specialists will measure your needs
and design a system that fits.
Can you think of an easier way to get your paperwork
system back on its feet?

The Standard Register Company

3

Management Services: A Magazine of Planning, Systems, and Controls, Vol. 5 [1968], No. 1, Art. 8

LETTERS

Management intelligence
My compliments to Bertram A.
Colbert for his very
article
“Pathway to Profit: The Manage
ment Information System” (M/S,
September-October ’67, p. 15). It
is one of the few articles that it
has been my fortune to read show
ing actual application techniques
for which management informa
tion systems should be designed.
All too often information systems
have been given the role of being
static storage devices rather than
dynamic analytical devices. We
hear much about single-dimen
sional flow systems, multi-dimen
sional flow systems, on ine sys
tems, off line systems, real time
systems, integrated systems, total
systems, etc., ad infinitum. Many
of these concepts are quite theo
retical and academic. The proof of
any system is in its installation and
operation. Too few of the pub
lished articles discuss case histories
which review how an installed sys
tem actually operated. Good appli
cation techniques, as Mr. Colbert
has illustrated, and/or good case

histories of actual experiences that
have been encountered are most
useful and helpful in creating bet
ter understanding of management
information systems.
Here are some questions and
comments based on some experi
ence with the type of analysis
presented:
Considering Chart 4 (Symptoms
of an Inadequate Management In
formation System), it would be my
thought that one of the great psy
chological problems is suspicion
and apprehension. This comment
is based on three reasons.
First, many supervisors and
managers have not kept abreast
information systems and data proc
essing technology and philosophy.
When it is suggested that a ma
chine-oriented system be created
to help with decision making, it is
immediately translated into mean
ing that the supervisor or manager
will be replaced and a machine
will do the decision making. As
many know, this is not the case.
This idea, however, is quite pre
valent, and, no matter how one
sells, this apprehension is always in
the background and prevents or
retards significantly the develop
ment of an information system.
The second reason stems from
the machine output. It is difficult
for some individuals to accept that
all the printout is necessary and
that with all those numbers there
are not some errors. There is con
siderable suspicion on the part of
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the supervisor, particularly if he
has some “rule of thumb” technique
he can jot down on the back of an
envelope to get an approximate
answer. It is not my desire to be
little approximating techniques or
to discourage a healthy skepticism
toward answers from processed
data, but if decisions to act are
made from backs of envelopes, the
organization is still being run by
the seat of the pants. Backs of
envelopes may be used for rough
orders of magnitude, but in the
complex conditions prevalent in
business today the more precise
the information and assistance the
supervisor or manager has avail
able to apply to these complex
problems the more effective will
be the results. This is not to say
that decisions or actions should be
deferred for the ultimate in infor
mation quality or quantity. There
is an optimum relative to the tim
ing of the situation.
The third, and most important,
reason is related to accountability
and performance. Many supervi
sors are apprehensive of any rec
ord that would make them ac
countable for performance. The
less that is “chiseled in stone” the
better, because, without the infor
mation, there can be no adequate
comparisons of actual performance
against what supervisors or man
agers said would be done, much
less what could be done.
With regard to techniques, it
pleases me to see Mr. Colbert sup

1
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issue]years in mechanized data
port ratios and networks.
My only
recent
Construction
workers1968
are [whole
suggestion regarding his comments
storage and handling, some con
unreliable; manufacturers never
on ratios is to include a comment
sideration should be given to me
deliver on time; the weather is too
on sensitivity analysis. What effect
variable; etc. The supervisor or
chanical equipment and film repro
will there be on ratios with small
manager fears that once the pro
duction for storage and retrieval.
percentage changes in the basic
gram is written down in detail in
The technology in these areas has
values—or changes in the ratios
become quite sophisticated and
a calendarized network, he has
themselves for that matter? Anal
could prove to be more economical
bared his soul,
to speak. He
ysis and study of variations with
and effective than computers for
knows full well that with docu
such environmental factors as gov
certain applications. There is avail
mented programs there can be
ernment policy, economic climate,
able, at the present time, a large
more effective control and there
labor costs, material costs, money
selection of machine types to study
can be better evaluation of per
costs, etc., can affect the extrapola
and analyze both for their effec
formance. Too many individuals
tions of the fundamental data and
tiveness in the system one is en
think negatively when they look at
ratios. Small changes in one can
deavoring to design and for the
new tools. The fear of change is
economics an organization can
cause great changes in another and
translated into what it will do to
vice versa. These effects should be
afford. All these elements would
them rather than what it will do
known and be made part of sup
have to be considered, also, in
for them. This resistance to change
port information for decision anal
light of computer time sharing. In
is only human nature. It is an atti
any case, all equipment types
ysis.
tude problem that top manage
should be studied.
ment has the responsibility to over
It is assumed that an in-depth
come. If top management does not
Apprehension
study has been made of the cur
have the organization’s confidence,
As for project analysis by net
rent system and has shown that
any new systems will be feared
work, the condition here is funda
some different type of machine
and resisted. These systems will
mentally still the same
men
orientation than exists is needed
never get off the ground. Manage
tioned above — apprehension. Al
to develop a more effective system.
ment information systems are in
though PERT/Time, PERT/Cost,
When this has been decided, it be
the same category.
comes an optimizing problem
IMPACT, etc., have made inroads
For some reason, every time
in many industries and companies
among resources, time, and per
management information systems
sonnel to determine the best sys
and are used effectively, it would
are discussed, data processing
tem solution for the organization.
be my thought from experience,
equipment seems to become the
without in-depth research, that
focus of the equipment discussion.
there is still a great deal to be
Here, I assume, data processing
Complete analysis
done to gain acceptance for these
equipment means some type of
Turning now to the application
techniques. Psychologically, again,
computer hardware configuration.
example,
a comment on the clos
there is apprehension about writ
Also, the discussion invariably
ing paragraph under Population
ing down for the record the job
leads to on line—real time remote
Growth Effect (p. 22) points up
to be done, that is, how long will
random access systems. Like the
another condition . . . the need for
it take and how much will it cost
man from Missouri, you will have
a total and complete data analysis
using network analysis. True, these
to show me the economics. The
in order that one may see all the
three items are usually parts of a
continual reference to or sugges
possible conditions in their totality.
project proposal, but in the broad
tion of computer use has a ten
The individual who made the anal
est sense. To effect good manage
dency to blank out the real think
ysis for Company X may be a
rial control more project informa
ing task in organizing a manage
recreation buff and, as such, tends
tion is needed. For example, one
ment information system, which is:
to let his own interests color the
can propose a compressor plant
What type of equipment can best
analysis that is made. One might
that will take six months to build
be optimized to create the most
say a good organization would
for $150,000. Possibly with a little
effective machine-oriented manage
have a check and balance system
more descriptive embellishment,
ment information system?
prevent this. Can organizations
this is all the exposure to the
In a comprehensive system study
afford to have staffs checking
project there is for management.
all machine types should be con
staffs? This leads to another basic
sidered. It is quite possible that
Even though one uses all the
problem
regarding information sys
three clerks with three hand cal
best human relations techniques
tems
:
Who
checks the integrity
culators may create the necessary
to motivate people, when you ask
of the reports going to top man
effectiveness needed in information
the lower-echelon supervisors to
agement for the editing occurring
processing and be far more eco
calendarize this project by item
in the lower echelons? Does top
nomical than a computer. Also, be
with the related costs, then the
management see only what the
weaseling begins. There are many
cause of the great strides made in
2
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Every stroke of the pen that Safeguard saves your clients
adds up to greater profits for you... in the time you save
... in the overhead you cut.
Each write it once entry becomes a controlled entry with
absolute proof of accuracy —line proof, page proof and
duplicating proof. The trial balance becomes a mere for
mality-auditing is not only easier, but faster—and can be
scheduled to suit your convenience!
All systems are designed for use with Safeguard’s
patented* Folding Accounting Board—the only Folding
Accounting Board with push-button action!
Chances are, Safeguard has a standard accounting
tem that business
will meet the specific needs of your clients. A
complete Presentation Folder, containing actual samples,
is available for each simplified Safeguard System. Remem

ber, we're in
to
you help your clients.
your pen... now... and fill out the coupon!

up

*Patent No. 3,332,707

SAFEGUARD BUSINESS SYSTEMS
East: Lansdale, Pennsylvania 19446: P.O. Box 151
Central: Chicago, Illinois 60126:192 Spangler Avenue
West: Los
California 90022: 6117 Malt Avenue
Gentlemen: Yes, I’d like to have you help me make greater profits!
Send me the special Presentation Folders for the Safeguard Systems
I’ve checked. □ Accounts
□ Accounts payable. □ Pay
roll. □ Disbursements. □ Data Collection. □ Medical/Dental.
□ Accountants Write-up. □ Attorneys Accounting. □ Cash Receipt
ing. □ Nursing Homes.
name

ADDRESS

SAFEGUARD BUSINESS SYSTEMS
CITY

STATE

ZIP

MS-1-68
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This is another situation that could
namic nature of the current asset
ceivables, then the 3.5 ratio may
call for another lengthy comment.
and current liabilities accounts. It
not even be good. When you look
Returning to the case of Com
also depends on what the overall
at Chart 22, the turnover rate for
pany X, rather than continuing to
corporate strategy is. If you are
the industry is 4 to 1. Judging by

increase investment in recreation,
looking for growth, that is one
the sales curves, Company X prob
perhaps, with proper internal capa
thing. If there is foreboding of a
ably would have a better turnover
recession, that is another thing. If
ratio than the industry average.
bility evaluation, it would be bet
ter to invest in pharmaceuticals or
Mr. Colbert thinks it is more at
Assuming no inordinately large in
food supplements. The return on
tractive to have a 3.5 ratio than a
ventories, maturing liabilities, or
1.9, then he must qualify what
whatever, a lower ratio would be
the investment may be consider
internal or external forces that
tolerable.
1.9 ratio, although a
ably better. Possibly diversification
little on the skimpy side, could be
existed had a bearing on this deci
by merger or acquisition is the
good inasmuch as a ratio of 2 can
sion. Sensitivity analysis might
route. These would be very signifi
be tolerated for a competitive com
throw more light on the subject.
cant strategy decisions for the offi
pany, particularly if inventories
cers of Company X. This is what
move fast and receivables are
management information systems
Other interpretations
quickly turned to cash.
are all about, i.e., processing all
If it were I, I would want to
the data in
many ways
pos
Assuming there was no change
know what Charts 18-23 look like
sible with completeness in order to
in the external or internal environ
for Company X. Industry averages
supply properly evaluated and
mental conditions and that the
are fine, but, as Mr. Colbert noted,
meaningful data to management to
good correlation of the price index
this
company did not follow the
assist its strategy decisions. When
simulation forecast prevails, it
trends
of the industry and per
all the relationships have been ex
would be my thought this com
formed
better because of better in
amined and there is a doubt about
pany is getting conservative. As
formation
analysis. The challeng
what course of action should be
Mr. Colbert notes relative to com
ing
question
is: Could they have
taken, then synthesis and simula
pany performance: Chart 24: Sales
done
even
better?
tion could be a valuable adjunct to
going up; Chart 25: Ratio of net
It has been my purpose in com
the decision making process if it
profits to sales better than industry
menting on this article to indicate,
has not already been done.
average and improving; Chart 26:
in addition to what Mr. Colbert
Allow me to turn to Mr. Col
Net profit to invested capital better
has so aptly shown, that if an or
bert’s reference to Chart 27 (p.
than industry average and improv
ganization can overcome the fear
24). (It is assumed there is an
ing—why hold back? Here is a
associated with machine-oriented
error in the chart make-up since
company whose management ap
systems, maintain a criterion of
the asset-liability ratio is not gen
pears to be doing a good job in
completeness in studying data, and
erally expressed as a percentage.)
income performance. Why should
be sure an in-depth study in har
Mr. Colbert indicates that Com
they tie up capital by increasing
mony with the company’s overall
pany X compared itself to eight
the asset-liability ratio? One would
character, philosophies, and strate
other companies in the same indus
expect that a company would in
gies is performed, this organization
try. He indicates that in the other
crease its assets or reduce its lia
can be a leader in its industry in
eight companies the ratios changed
bilities if it planned a program of
profits
and happy shareholders.
very little, yet Company X changed
expansion either through new
I
am
in agreement with Mr. Col
its ratio over a three-year period to
plants, increased marketing, or
bert
’
s
closing
comments that the
a more and more attractive figure.
mergers. Also, a company might
current
and
future
profit picture
(Italicizing mine). From the graph
reduce liabilities because of cred
in
any
company
will
result from
it would appear that the change
itor demand, new long-term financ
intelligent
use
of
information.
The
was from about 1.9 to 3.5. What
ing, or some foreboding in the
information
system,
however,
can
is a more attractive ratio?
business horizon. These things we
be
sophisticated,
the
data
most
This ratio falls into the same
do not know. There are many rea
exact, and the analysis quite com
category as price-earning ratios or
sons for increasing the current ratio
plete
and in depth, but it still takes
leverage factors. It is difficult to
and many ways to accomplish it.
the
intelligence
of a good executive
evaluate because of its crudity.
To indicate that increasing the cur
to appraise the facts and decide
This ratio varies with the type and
rent ratio is favorable leaves many
the action to be taken. Executives
size of the business, differences in
things to be understood.
still make the decisions!
Ratios can be misleading. For
accounting methods, its operating
Philip G. Cook
instance, in the case of Company
strengths and weaknesses, and the
Engineering
Systems Analyst
X,
if
the
inventory
is
large
and
in
business cycle. It is based on past
Department
of Finance
creasing because of slow market
history and is determined for some
California State Lands Commission
movement and there is a consider
finite point in time. This ratio does
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The most dangerous
shift your employees
can work

is this one.
In-plant safety records tell the smallest part of your
plant safety record.
Look at what happens after your employees leave
the plant.
During 1966, American industry lost more than one
and one-half times as many employees killed in off-thejob traffic accidents as were killed in all on-the-job
accidents. In addition, 800,000 workers were injured
severely enough to keep them away from their jobs for
periods
a day
more.
Many companies, like Western Electric, have done
something about it. They teach the National Safety
Council’s Defensive Driving Course to their employees.
It’s a short, interesting—and effective—course on
defensive driving skills. The results are a significant
drop
traffic accidents. And the cost is as low as a
dollar per employee. It’s a good investment. Shift into
high gear and find out more with this coupon.
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Special Projects —Public Information
National Safety Council
425 North Michigan Avenue
Chicago, Illinois 60611

Please mail me full details on the
Defensive Driving Program.

Name
Title
Firm Name

Street

City

State

Zip Code
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Richard H. Bertholdt • Planning for Profitability................................................................. p. 17
Formalized profit planning has done much to improve
decision making and ensure adherence to plans in
those companies that have adopted it. Unfortunately,
the organizations that have lagged in the develop
ment of profit planning procedures are often the ones

that need them most—because of wildly fluctuating
sales, prices, and production. This article outlines a
planning system that was developed for one of those
industries, meat packing, but that could be widely
used as a general pattern.

Ronald J. Lewis • Strengthening Control of Physical Distribution Costs
Distribution costs have never received the attention
traditionally given to production costs because they
are so hard to identify, isolate, and assign. These
problems justify to some extent the absence of ade
quate control of the costs incurred in soliciting cus-

37

tomers, but they do not apply to the costs of servicing
the customers. Physical distribution is just as straight
forward And rational a process as production, and
the same control techniques can be used,
this
author demonstrates.

A publication of the American Institute of Certified Public Accountants. Opinions expressed in Management
Services are those of the editors or contributors, and may differ from policies of the AICPA and its committees.
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bimonthly, Vol. 5, No. 1. Subscription rates: $10.00
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Improving the Bank Profit Picture

Profit and loss statements, useful though they are as
measures of performance, show only the results of
past actions; they do not tell why. To improve future
performance management needs reports that pinpoint
cause and effect relationships. The system explained

in this article goes beneath the broad totals to iden
tify the “mixes” in the business of a medium-sized
bank, particularly the difference between earnings
from old and from new funds—and the cost of realiz
ing them.

Richard M. Story • The Use of Simulation to Solve a Queueing Problem
Many business problems involving arrivals and ser
vice times — truck loadings, supermarket checkout
counters, plant operators waiting for inspection—can
be solved by means of mathematical waiting-line

p. 58

theory. This author describes the application of the
Monte Carlo technique to a situation in which ar
rivals and service rates are neither uniform nor in
conformity with standard distributions.
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Current books and magazine articles on subjects of interest to management and management consultants.

Publisher: Charles E. Noyes
Editor: Robert M. Smith
Managing Editor: Lois Stewart
Assistant Editor: Judi Smith
Advertising Manager: S. L. Mason

Advertising Production: Katherine
Woodman
Production Manager: Joan C. Lucas
Production ssistant: Carolyn Evans
Circulation Manager: Mitchell Gresser
Subscription Manager: Lewis J. Squires

M.

Editors: George L. Bernstein, Laventhol, Krek
stein, Griffith & Co., Philadelphia; C. Craig Bradley, Yeager,
Ford & Warren, Louisville, Ky.; Alan L. Bums, Peat, Marwick,
Mitchell & Co., Dallas; Theodore Cohn, J. H. Cohn & Co.,
Newark, N. J.; Professor Nicholas Dopuch, University of Chi
cago, Chicago; Donald W. Jennings, Touche, Ross, Bailey &
Smart, Detroit; Reginald L. Jones, Jr., Arthur Andersen & Co.,
New York; Felix Kaufman, Lybrand, Ross Bros. &
gomery, New York; Robert
Patterson, Teele & Den
nis, Boston; John A. Lepp, Leach, Calkins & Scott,p.Richmond,
onsulting

Va.; Charles MacVeagh, Price Waterhouse & Co., St. Louis;
James E. Meredith, Jr., Lybrand, Ross Bros. & Montgomery,
New York; Robert D. Niemeyer, Haskins & Sells,
Louis J. Raksen, Eisner & Lubin, New York; Shelton Rogers,
Elmer Fox & Company, Wichita, Kansas; Arthur J. Schomer,
S. D. Leidesdorf & Co., New York; Daniel M. Sledz, Lester
Witte & Co., Chicago; Theodore F. Tucker, Charles F.
Rittenhouse & Co., Boston; Professor Herbert J. Weiser, Long
Island University, Brooklyn, N.Y.; V. E. Wenger, Arthur
Young & Company, Tulsa, Okla.

7

January-February, 1968
https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8




p.

p.

10

Space contributed as a public service by this magazine.

: Management Services, Vol. 5, No. 1, January-February 1968 [whole issue]

The United Way
serves the needs
of all people

as well as
people in need._
■

helps
only the poor. helps homeless children ...
the lonesome aged ... the ill .. . troubled youth . . .
members of the Armed Forces and their families . . .
disaster victims.
The help is personal and warm because it is pro
vided by people who know your community best —
people in your community.
Everybody benefits, the United Way.
community becomes a better place for all
families, including your own, when you give your fair
share to your United Fund or Community Chest.

Your fair share gift works many wonders/THE UNITED WAY
27 million families benefit by child care, family service, youth guidance, health programs, disaster relief and services for the Armed Forces from 31,000 United Way agencies.
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people, events, techniques
Financial Executives Institute Committee Finds No Need for Legislation
To Require Pension Plan Vesting, Portability, Funding, or Insurance

The growing criticism of the pri
vate pension system is not justified,
and federal legislation covering
vesting, portability, funding, and
insurance of pension plans is not
necessary.
That is the conclusion reached
by the Committee on Employee
Benefits of the Financial Execu
tives Institute in a background
paper recently distributed to FEI
members.
In the past few years the private
pension system has come under
mounting attack. Critics have
charged that not enough workers
are covered, particularly those at
lower income levels, and that many
covered workers will never collect
the pensions they expect because
of job turnover and inadequate
funding of pension plans. (See, for
example, the review of The Future
of Private Pensions by Merton C.
Bernstein, M/S, September-Octo
ber ’64, p. 57.)
As a result, reforms have been
recommended by the President’s

Committee on Corporate Pension
Plans and Other Private Retire
ment and Welfare Programs, the
staff of the Subcommittee on Fis
cal Policy of the Joint Economic
Committee of Congress, the Inter
nal Revenue Service, and others,
and some have been embodied in
various bills now before Congress.

Praises present system
The Financial Executives Insti
tute committee, however, offers
high praise for the existing private
pension system. These are the prin
cipal conclusions of its study:
“Vesting of pension rights has
become prevalent without being
required by law.” (More than 70
per cent of all plans already have
some vesting provisions.)
“Portability of pension credits is
unnecessary if transferring employ
ees with vested rights are given a
formal statement of the pension
they will receive from their former
employer.

January-February, 1968
https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8

“Advance funding of pension
obligations should be encouraged,
but uniform standards should be
avoided.
“Insurance of pension plan obli
gations
(sometimes incorrectly
called reinsurance) would be im
practical, inequitable, and unnec
essary if sound funding and dis
closure practices are followed.
“Attention should be focused
on developing practical alterna
tives to the mathematical approach
which the Treasury Department
has proposed
a Social Security
integration test.”
The FEI study proposes four
basic concepts on which public
policy governing private pension
plans should be based:
“Public policy should encourage
flexibility in the design of private
plans to meet the individual needs
of employers and their employees.
“Public policy should encourage
adequate funding of pension lia
bilities so that benefit expectations
can be fulfilled when they come

9
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1968 [whole
due. Uniform funding
require

same
IBM turned down
M/S,issue]
November-December ’67, p.
ments, however, should not be es
at $100,000.
7.)
tablished.
And the two young men at
Dr. Briloff surveyed 72 members
“Public policy should encourage
Boise, undaunted by all these
of the “financial community” and
private plans to inform employees
64 members of the accounting pro
somewhat dramatic proceedings,
of all material facts which concern
fession, he reports in a recently
quietly went back to work and
the fulfillment of their pension ex
published book (The Effectiveness
came up with something one step
of Accounting Communication,
pectations.
better than the Exodus I—called,
“Public policy should require
Frederick A. Praeger, Inc., New
of course, Exodus II.
high standards of fiduciary respon
York, 1967, 400 pages, $17.50).
Actually, Exodus II is an expan
sibility for those individuals who
sion of the Exodus I system, which
The sample was small but, the au
are charged with administration of
thor says, deliberately selected in
is an automated translation system
private pension funds.”
an effort to obtain a “representa
consisting of a 100-page manual
Private pension plans, the report
tive population.” It included 57 in
and 8,000 punched cards that trans
asserts, “will continue to develop
vestment analysts; 15 government
lates programs written for IBM’s
officials, lawyers, and others in the
in ways that are consistent with
1410 and 7010 computers into in
public policy. Rigid requirements
“financial community”; 17 repre
structions understood by IBM’s
covering vesting, portability, fund
sentatives of the “Big Eight” ac
newer 360 line of machines. The
counting firms; 14 members of
ing, and insurance would be detri
Exodus II system translates the
other CPA firms; and 21 account
mental. Uniformity is certain to
most commonly used languages in
have a stifling effect on the growth
ing professors.
programs written for the IBM 1401
of private plans. It is doubtful that
Fifty-three per cent of the re
computer (there are around ten
spondents from the financial com
additional laws and regulations in
times as many 1401’s in operation
munity believed that the rendering
these areas would serve the public
as there are 1410’s) into IBM 360
of management services by CPAs
interest.”
language.
to companies they audit would
Exodus II sells for the same
detract from the significance of the
price as Exodus I, $9,000.
auditor’s opinion; only 22 per cent
Although IBM holds that it has
Amateurs Again Outdo
of the respondents in the account
many conversion systems of its
ing profession felt that way—and
own,
it
admits
that
as
yet
it
has
IBM
Programing
none of the “Big Eight.” Only 18
nothing directly competitive with
per cent of the representatives of
the Exodus systems.
For 1401 Conversion
the financial community were con
And this time, IBM concedes
Last March the Wall Street Jour
fident that management services
that the system is an “outstanding
nal reported that two young work
would have no effect on the opin
achievement.”
ers at Boise Cascade Corp., Idaho,
ion, compared to 69 per cent of
had succeeded in doing something
those in the accounting profession.
that IBM said couldn’t be done.
Only 22 per cent of the financial
'Financial Community’
IBM said it was impossible to
community regarded management
develop a system to convert exist
services
compatible with the in
Opposes Some CPA
ing computer programs to fit some
dependence and the traditions of
the auditor. In contrast 72 per cent
of the powerful new third genera
Management Services
of those in the accounting profes
tion computers. When the two
Many members of the financial
sion (94 per cent of the “Big
young men at Boise, Ronnie Tim
community consider the rendering
Eight”) considered management
Hoppins and Wilbert Tadlock, Jr.,
of management services by CPAs
services compatible with inde
came up with just such a system,
to
be
incompatible
with
the
inde
IBM still refused to buy the idea.
pendence, and 67 per cent of the
pendent audit function. Such, at
profession (88 per cent of the “Big
But Computer Sciences Corp. did
least, is the finding of a City Uni
(see news story, M/S, May-June
Eight”) found them compatible
versity of New York professor from
with auditing traditions.
’67, p. 7) and offered to market the
a survey conducted for his doctoral
Although the term management
conversion plan, Exodus I, for
dissertation.
services was not defined in the
Boise Cascade under a royalty
Some accountants have been
agreement.
questionnaire, the survey respon
arguing that CPAs who perform
dents were given a chance to eval
management services for compan
uate the desirability of accountants’
Program improved
ies whose books they audit thereby
performing specific services. They
impair their “appearance of inde
So far Computer Sciences has
were asked whether CPA firms
pendence” in the eyes of “reason
sold 35 of the conversion systems
should offer each of a dozen ser
able
observers.
”
(See
news
story,
for a total of $300,000—the very
vices to companies they audit.
10
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Only twoManagement
of these services
—ac
quisition evaluation and advice on
corporate reorganization—were ap
proved by a majority of the re
spondents in the financial commu
nity; more than half were endorsed
by the members of the accounting
profession. Fewer than 10 per cent
of the members of the financial
community believed it desirable
for CPAs to appraise organizational
structure, prepare an executive de
velopment program, determine
market potentials and plan profit
able sales territories, determine
sales quotas and salesmen’s incen
tives, analyze job functions and
responsibilities of the company’s
personnel, or determine the rela
tive contributions of company per
sonnel.

Insurance Companies

Warned to Automate
An existing profit gap between
large and small insurance com
panies will grow more acute unless
smaller companies move to auto
mate their businesses.
The speaker, not unnaturally,
was an executive of a computer
manufacturer, C. Richard Harrison,
life insurance marketing manager
for Honeywell’s Electronic Data
Processing Division.
Harrison drew a distinction be
tween insurance operations and
those of other types of business in
a speech before insurance execu
tives in New York.

“Unlike other industries that
manufacture a variety of products
with different capabilities, insur
ance companies offer the same
product for about the same price
and compete for the same market,”
he said. “With the help of auto
mation, large insurance companies
have gained an edge over smaller
firms because they have reached
high levels of sophistication with
their computers.”
This has allowed them to reduce
operating expenses in many of the
heavy paperwork areas and thus
provide broader services.

Peat, Marwick, Mitchell & Co. data processing manager Donald Adams (left)
demonstrates some of the equipment in
firm's new computer training cen
ter to A.
Natelli, partner in charge of PMM's office in Milan, Italy.

Peat, Marwick Installs GE Computer to Train
Staff Accountants, Some Client Personnel
Peat, Marwick, Mitchell & Co.,
the New York-based accounting
firm, has inaugurated a new train
ing system that makes it the first
such
to employ a computer
exclusively for training personnel.
According to Donald Adams,
manager of data processing, Peat,
Marwick is emphasizing computer
training because of the rapid
growth in the number of client
companies that are resorting to
computer tapes and disks to store
vital business information. Ac
countants must have a thorough
working understanding of com
puter programing in order to audit
such firms, he said.
The new system will also help
Adams and his staff to expand the
training system to simulate more
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accurately an ever increasing va
riety of business environments that
auditors are expected to encounter.
Adams and his staff will employ
a GE-115 computer that has been
installed in Peat, Marwick’s train
ing center at 70 Pine Street for
“hands on” training of all account
ants who have been with the com
pany for more than two years. Two
computer classes have already been
set up: one is a basic class for 20
students who attend for one week
and the second is a week-long
“hands on” session for 20 students
who will actually learn to program
and operate the GE-115. A third
session to last two weeks for teach
ing the COBOL language is sched
uled for next spring.
Some 400 Peat, Marwick staff
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members from around
the world
do 1,
you
really want from
Illinois Establishing
are scheduled to attend the com
this job—security, income, prestige,
puter sessions this year, and Peat,
power, professional growth? Does
Centralized Computer
Marwick estimates that some 7,000
the new job in the new company
Information System
of its accountants and executives
match your set of values?
from this country and 10,000 world
What does the new company
A centralized information and
wide are candidates for the ad
really expect of you? This should
communication
system is to be es
vanced computer training course.
be spelled out in writing, along
tablished
by
the
Illinois Secretary
Also, a number of client staff mem
with any promises that are made.
of
State
in
the
state capital at
bers, most of them in internal au
You’ll probably have to write the
Springfield; when it becomes fully
diting, are now being admitted to
letter yourself, but by accepting it
operational in 1970-1972, it is esti
the training sessions as opportuni
your new employer will have put
mated it will produce savings for
ties permit.
his intentions on record, which will
the state and for counties and mu
be helpful to everyone
the mem
nicipalities of $13 million a year.
ory of your initial conversation
Secretary of State Paul Powell
fades.
Suggestions Offered
said that law enforcement depart
ments all over the state will be
On How to Evaluate
Meet coworkers
able to communicate with the cen
Have you met all the key peo
tral computer via teletype to ob
Prospective Jobs
ple with whom you’ll work—includ
tain information on license plates
In this affluent age, the average
ing potential associates and sub
and drivers’ licenses for the state’s
executive, offered a new job, makes
ordinates as well
the boss? Are
5 million motor vehicles and 5.5
up his mind on the basis of far less
they the kind of people you will
million drivers.
information than he would require
find interesting, stimulating, and
large-scale, time-sharing Bur
in buying a new boat.
dependable over the years?
roughs computer system, the
At least that’s the belief
What is the company’s executive
B6500, valued at $5.1 million, is
Charles E. Fox, of Billington, Fox &
turnover record? Have many key
scheduled for delivery in the third
Ellis, Inc., Chicago-based executive
people left in the past few years?
quarter of 1969. Until then the
recruitment firm.
Look at past annual reports for
Secretary of State’s office will use
“ rising executive hears of an
name changes and try to find out
a B3500 to set up and use infor
apparently attractive job opening
what happened. Contact an ex
mation files and programs that will
and consents to have lunch with
employee for inside information
be transferred later to the larger
a representative of the
that’s
you can’t get any other way.
computer.
looking for help,” he said. “If all
When the new
goes on
goes well at lunch, the candidate
the
air
24
hours
a
day,
seven
days
Spot 'sinking ships'
subsequently visits headquarters
a week, municipalities will be able
What does the company’s history
and meets a few senior managers.
to increase parking ticket revenue
suggest about its future? Is its
“Chances are, he doesn’t even
by $5 million a year, Powell said.
competitive position sound? Does
see the staff members he’ll be
As it is, some 2,500,000 tickets at
a single major customer control
working with day in and day out.
$2 each are uncollectible every
its destiny? There may be a mer
“He
a few of the obvious
year because identification of ve
ger right around the corner. “If you
questions, then goes home to dis
hicle owners is too slow.
go to work for a company that’s a
cuss the offer with his wife. With
Faster access to vehicle and
sinking ship, you can’t call the
out much further thought he
driver information will also be a
phones to arrange which day he’ll
Coast Guard for help,” Mr. Fox
big help to law enforcement agen
report to work at his new desk.”
said.
cies in apprehending suspect indi
“If the decision involved buying
What is the company’s guiding
viduals and vehicles, Powell said.
a boat for weekend recreation
philosophy? “If it is too different
With the new system, the present
rather than his life work, he’d
from your own approach to busi
time lapse of 45 minutes to prop
spend weeks inspecting various
ness, you’ll be miserable sooner or
erly identify a car believed to be
models, studying brochures, and
stolen will be cut to two minutes.
later.”
talking to every salty-looking char
Have you added up the fringe
Information stored in the new
acter on the waterfront,” Fox went
benefits? They may equal 15 to
computer also can be used for dis
25 per cent of the salary, Mr. Fox
on.
tribution of records to county
Any executive, in justice to him
estimated. Job switchers should be
clerks for assessment of personal
alert to variations in insurance,
self, should consider each of the
property taxes, re-issuance of li
retirement, and profit sharing plans
following questions in weighing a
cense plates, and motor fuel tax
new job, Fox suggested:
and personnel policies.
distribution to counties.
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Eight new data transmission products
have been added to GE's DigiNet
Series of devices for converting busi
ness machine language to
cations signals and back again. The
data set shown
permits a tele
printer to "talk” to a computer.

Large-Scale Production of Digital Transmission Equipment

Planned by GE as First ‘Independent’ to Offer a Full Line
General Electric Company is go
ing full scale into production of
equipment for the digital trans
mission business. That was made
clear this winter when the com
pany announced eight new data
transmission products, supplement
ing four others introduced earlier
last year.
The new family of products,
called the “DigiNet Series,” are
solid state data sets or modems (for
modulator-demodulator). These are
digital transmission systems that
transform or encode information de
livered from punch card, paper
tape, magnetic tape, facsimile, tele
printer, and other machines into
voice-equivalent signals for trans
mission by wire, microwave, radio,
or satellite.
They will be used to translate
computer and business machine
language into special radio and
telephone signals for long distance
transmission and then reconvert
them at the other end. They in
clude voice-speed desk sets, which
permit computers to call automatic
ally and “talk” to other machines;
acoustic couplers for connecting

portable teleprinters by telephone
to central time sharing computers
without special wiring; and high
speed devices for sending computer
information long distances via
microwave or satellite.
Other manufacturers (some 80
all) produce one or more of these
items. However, GE has become
the first “independent” (i.e., non
Bell) manufacturer of data equip
ment to offer a broad line.

Major markets
The principal market for the
equipment, according to Richard
P. Gifford, general manager
GE’s Communication Products De
partment, Lynchburg, Va., will be
the more than
independent
telephone companies across the na
tion. (Bell Telephone System com
panies buy from Western Electric
Company. However, the GE prod
ucts have been designed to be com
patible with comparable Bell prod
ucts wherever they exist.) Other
major markets will be industries
having their own private communi
cations systems, original equipment
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manufacturers, and Government
agencies.
The need for data modems is
growing rapidly, paralleling the
growth of the computer industry.
It ranges between $20 and $50 mil
lion annually, depending upon the
type of equipment included, but is
expected to grow some tenfold over
the next five years, according to
Glenn R. Peterson, manager of mar
keting for the Communications
Products Department. Fewer than
one per cent of computers now in
operation are linked to remote ter
minals, Dr. Louis T. Rader, vice
president and general manager of
GE’s Industrial Process Control
Division, points out.

New financing plan
General Electric and Systems
Capital Corporation, a Phoenix- and
Philadelphia-based company spe
cializing in the development and
implementation of leasing pro
grams in various industries, have
signed an agreement that will make
several GE computer lines avail
able to users under one of the most
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comprehensive and flexible financ
plan is the flexibility in payment
the criteria from dimensional ac
ing plans available in the industry.
rates. According to Donald Bencuracy to a simulated performance
Under the new plan, GE will
coster, president of SCC, a user
range he had changed a fixed-price
sel GE-115s and GE-200- and GEmay elect to make higher or lower
contract into an open-ended ‘best
400-line computers to SCC, which,
payments at either the beginning
effort’ merry-go-round.”
in turn, will arrange for long-term
or end of his contract according to
Quality control men should avoid
leasing to computer users at a
his cash position and level out the
narrow, “black and white” stan
range of rental prices that diminish
total expense over the life of the
dards in approving suppliers, Mr.
as the length of lease increases.
contract. For instance, if a user
Finly suggests. One connector man
Four-year leases will be available
should find his programing ex
ufacturer remained on a “disap
at 92.5 per cent of each year’s stan
penses extremely heavy at initial
proved supplier” list for months be
dard rental cost, five-year leases at
installation of the system, he could
cause when his plant was surveyed
90 per cent, and six-year leases at
make lower payments at the begin
for a special fabrication the sur
85 per cent.
ning of his contract term and pro
veyor did not agree with his meth
portionately higher payments at the
od of handling raw material. “Re
end.
spect for the quality control pro
Savings to user
Other benefits to the user under
gram was destroyed, and the seri
As explained by Louis E. Wen
the SCC plan include:
ousness of the situation that de
gert, Deputy Division General
• User receives full investment
veloped was quite out of propor
Manager of GE’s Information Sys
tax credit during the first year of
tion to the original problem.”
tems Division, this means that a
usage plus the monthly rental sav
Sometimes an alert quality con
GE system that leases for a mini
ings listed.
trol man can be of real help to the
mum of one year for $13,260 per
purchasing agent. An instance: The
• Rates include unlimited use of
month (including maintenance
range of unit price for a device had
equipment.
costs) would, under the SC “4• Options to extend the contract
several dollars of gap between
5-6” plan, save the user from $1,000
buyer and seller. The yield of good
beyond four, five, or six years are
per month for a four-year term to
units from the total runs became
available on a monthly, semi-an
$2,000 per month for a six-year
the determinant that both sides
nual, or annual basis at decreasing
term. Furthermore, when these sav
would have to accept. The seller’s
rates—each succeeding year’s rate
ings are added to the full value of
quality control man pointed out
being 90 per cent of the previous
the seven per cent investment tax
that, while the yield was only 20
year’s rate.
credit, the compound savings
per cent, half of the balance be
• SCC will convert a user’s pres
amount to around $277,000 for a
came another salable item, an ob
ent annual rental plan to the “4-5six-year term, Wengert added.
servation that “was worth tens of
6” plan. Users will receive an im
Third party leasing in itself is
thousands of dollars to the buyer.”
mediate credit (retroactive to De
not a unique concept in the com
cember 5, 1967) amounting to the
puter field. However Wengert did
percentage savings they would have
point out two significantly different
received under the SCC plan for
Computer Program
features of the SCC plan.
the number of months their other
“For one thing,” he said, “there
annual plan was in force.
Surveyed
is virtually no third party intersper
The National Bureau of Stan
sion between General Electric and
dards
is undertaking a survey of
its user customer. Once the financ
Quality, Purchasing
services that provide for the ex
ing arrangement has been signed,
change of computer programs and
we continue to fulfill our role of
Cooperation Urged
program documentation.
service to our customer.” GE can
The purpose of the survey, which
Purchasing and quality control
supply a separate contract for main
is being conducted for the Tech
specialists should learn more about
tenance and all of its normal ser
nical Information Exchange of the
each other’s fields if each is to do
vices to the user and will assist
Bureau’s Center for Computer Sci
his own job better, Arnold
users in adding equipment and ex
ences and Technology, is to deter
Finly, senior contract administra
tensions or renewing the SCC
mine
the general nature of those
tor,
Sanders
Associates,
Inc.,
rec
lease.
services
offered, the types and num
ommends in the November issue of
Also users may purchase a sys
ber of computer programs in
Industrial Quality Control.
tem outright, rent on an annual
volved, and the extent to which
“I am reminded,” says Mr. Finly,
basis for a monthly use charge, or
program catalogs exist.
“of the quality control man I
arrange a long-term net lease with
The first phase of the survey will
trusted to work out his own in
Investment Leasing Services, Inc.,
consist of interviews with organiza
spection plan with one supplier. He
a wholly owned subsidiary of SCC.
tions that exchange, sell, or lease
didn’t know that when he changed
The second unique feature of the
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programs and
documentation.
These
Manufacturing
Companies
Increase
Their
will include computer- and in
Of Outside Directors; Other Firms Reduce It
dustry-centered users’ groups, gov
ernment agencies and their con
tractors, universities and nonprofit
It seems that manufacturing
Almost as many companies have
organizations, private corporations
companies
are continuing the trend
retirement policies for their outside
whose distribution is primarily in
toward outside-dominated boards
directors
have them for em
ternal, and commercial corporations
of directors, according to a study
ployee directors, although there are
dealing in programs, documenta
analyzing the make-up, functions,
wide variations from industry to
tion, or indexes. One result will be
compensation, and legal status of
industry. The study found that age
a published roster of these program
boards of directors. The study was
limits for employee directors usu
exchange organizations.
conducted jointly by the National
ally are lower than those for out
The second phase of the survey
Industrial Conference Board and
siders, and the retirement ages for
will involve interviews with a cross
the American Society of Corporate
directors are generally lower in
section of computer users to deter
manufacturing companies than in
Secretaries, Inc.
mine just how useful a master cata
nonmanufacturing concerns.
The study, which revises and up
log of all computer programs and
dates a similar report issued in
documentation available, giving the
1962, shows that outside directors
source of each, would be to them.
Fees still low
predominate
on the boards of 63
Organizations that would like to
per cent of the 456 manufacturing
• Although compensation has in
be listed on the roster of program
firms
studied,
up
from
61
per
cent
creased
substantially since 1961,
exchange organizations, that are in
in
1961.
with
manufacturing
companies gen
terested in a master catalog of
erally
paying
the
highest
fees (me
Around
85
per
cent
of
the
297
available computer programs, or
dian
per-meeting
payment,
includ
nonmanufacturing
firms
supplying
that already publish catalogs or
data
for
the
study
have
a
majority
ing
meeting
fees
and
annual
re
indexes of their own are invited to
of
outside
directors,
but
this
shows
tainers,
has
jumped
from
$200
in
contact the National Bureau of
a
decrease
from
the
91
per
cent
1961
to
$400),
the
study
found
that
Standards Office of Technical In
figure in 1961.
in many cases there is still a feeling
formation and Publications, Room
Other noteworthy trends bought
that compensation remains well be
A500/101, Washington, D.C. 20234.
out in the study include the fol
low what the directors’ time and
lowing:
talents are actually worth. Annual
• Although during the past few
retainers are gaining popularity,
Budget Consolidation
years, many companies have re
but per-meeting fees remain the
vised and updated their by-law or
more common means of compen
Technique Developed
charter indemnification provisions
sating outside directors for board
in an effort to broaden protection
service.
A computerized system for the
for officers and directors, the in
In the majority of companies sur
consolidation of corporate budgets
creasing
number
of
lawsuits
against
veyed,
employee directors who
or long-range plans is being offered
directors
of
large
companies
may
serve
on
their companies’ boards
to clients by Bonner & Moore Asso
still
expose
many
of
them
to
lia
do
not
receive
extra compensation.
ciates, Inc., Houston, Texas.
bilities
and
legal
expenses.
There
Less
than
one-fourth
of the par
The technique, known as the
ticipating
manufacturing
companies
fore,
insurance
policies
are
being
CFP (consolidated financial plan
(
a
smaller
proportion
than was
used
to
protect
board
members
ning) system, utilizes an integrated
shown
in
past
studies)
pay em
against
legal
action.
Eighteen
per
series of computer programs. The
ployee
directors
for
service
on the
cent of manufacturing and 17 per
user receives operating programs
board.
cent of nonmanufacturing firms in
organized for his application and
• Directors in almost 90 per cent
the study are now carrying insur
computer equipment, full docu
of
the firms are elected to one-year
ance; most of these policies have
mentation for system use, and
terms, according to the study. Most
been taken out since 1961.
training and consultation.
of the remaining ten per cent of
• More companies are establish
Once data have been entered,
the firms elect directors for stag
ing formal retirement policies for
long-range plans and budgets can
gered three-year terms. The majority
their board members in an effort
be consolidated in a matter of
of cooperating companies in prac
to develop young, active boards.
hours. Total time of budget con
Now around half of the firms par
tically every nonmanufacturing in
solidation can be cut by half, Bon
ticipating in the study (as com
dustry also elect their directors to
ner & Moore claim, and revisions
pared with only a fourth in 1961)
one-year terms, except in the in
can be made in a tenth the usual
have age limits or other conditions
time. “What if?” questions can be
surance industry, where three-year
mandating retirement.
answered in a few minutes.
terms are more common.
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Teach
somebody a skill
and his skill
becomes yours.

Train someone to be a typist. It takes
about two months. Or train someone to be
a welder. Four months crash training
would do the job. The same goes for
draftsmen, machinists, assemblers,
molders, bookkeepers.
In a few short months, your skilled
labor shortage could be over. For good.
363 American corporations are
already spending millions to train un
skilled people. Whites, Negroes, Puerto
Ricans, Mexican-Americans and others.
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Can you afford to ignore this valuable
source of talent?
These
corporations have formed
a voluntary organization called Plans for
Progress. They are working to show how
equal job opportunity works for every
body. Let them show you.
Write: Plans for Progress, 1800 G
Street, N.W., Suite 703, Washington, D. C.
20006. You'll get a local action kit which
tells you how to end the skilled labor
shortage in your area.
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Profit planning, important in any industry, is par
ticularly vital in
industries that are subject to
frequent and unpredictable fluctuations in sales,
prices, and supplies. This article, which is based
a study done for the American Meat Institute, de
a program tailored to the needs of the meat
packing industry. Its broad outlines, however, are
much more widely applicable.

PLANNING FOR PROFITABILITY
by Richard H. Bertholdt
Price Waterhouse & Co.

is essential for
successful operation in a com
petitive business. Since every com
pany has its unique problems, every
profit plan must be tailor-made.
Yet the basic elements of profit
planning are universal. Thus, the
profit planning program described
in this article, although it was
developed for a specific industry
—meat packing—is applicable in
broad outline to other industries as
well.
The special problems of the meat
rofit planning

P

packing industry include the un
certainty of livestock availability
(in terms of quantity, quality, and
price); rapid fluctuations in the
prices of livestock and fresh meat
and thus in profit margins; and the
problems characteristic of busi
nesses that produce joint products
and by-products. Few industries
have to contend with so many in
terrelated variables that fluctuate
frequently and so unpredictably.
This type of environment presents
a compelling argument for formal
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profit planning. Furthermore, these
problems are not so unusual as to
constitute reasons why profit plan
ning cannot be made to work as
successfully in this as it does in
other industries.
Nevertheless, the meat industry
on the whole has lagged in the de
velopment of formal profit planning
procedures. Some individual com
panies have recognized the need
for more formal planning, but most
meat packing companies follow
rather traditional and informal rule-
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As in any corporate manage
About four years ago the Amer
market, in a given location or na
ment discipline, the segments of
ican Meat Institute, the industry’s
tionally, over a period of time and
the profit plan must be clearly
major trade organization, began an
intends to increase it by some per
traceable to those managers who
intensive effort to promote the idea
centage, the profit plan would con
have the responsibility for execu

that a formal approach to planning,
tain written programs indicating
ting the plan and the authority to
together with a means for appro
specifically how that is to be
take the steps necessary to have it
priate judgment by management
brought about. The plan would be
carried out. These segments of the
under various alternative condi
expected to contain something
plan include areas such as livestock
tions, would be superior to intui
about new products, perhaps new
procurement (quantity, price, and
tive judgment alone. Within this
packaging, new promotion, new
quality), sales volume, mix and
framework, Price Waterhouse be
sales territories, any number of
price realization, manufacturing
gan a study designed to enable
factors which influence growth in
yields, and labor productivity. The
the industry to improve financial
a company’s share of the market.
key point is that effective planning
planning and control procedures.
The plan would indicate responsi
rests on the ability to interrelate
This study culminated in the pub
bility for accomplishing these spe
these segments so that an aggre
lishing of a book entitled Financial
cific programs assigned to a specific
gate best profit plan can be de
Planning and Control in the Meat
area of the company and offer an
veloped.
Industry *
indication of what these programs
Third, it provides for top man
agement to receive current “feed
will cost.
Profit planning, then, is really
back” information which pinpoints
What is profit planning?
composed of four distinct segments,
actual performance, by the man
Profit planning may be defined
as follows:
responsible, against the expecta
as the preparation of a wellFirst, it is a set of clearly defined
tions expressed in the profit plan.
thought-out operational plan, to
operating plans expressed in quan
And fourth, it provides goals
gether with its financial implica
titative and financial terms, de
that call not only for profitable op
tions, expressed in the form of both
manding, but attainable. The oper
erations but
for profitability
short- and long-range financial
ating plans underlying the profit
levels high enough to afford the
statements, including statements of
plan must be so developed that
stockholders a reasonable return on
profit and loss, balance sheets, and
they maximize the profitability
investment and the means for
cash and working capital projec
planned operations. Clearly, they
continuing long-range corporate
tions. A profit plan, under this defi
cannot be made with one single
growth.
nition, is not just an extrapolation
set of assumptions about such con
These four ingredients are pres
of what was done in prior years.
ditions as, for example, livestock
ent in some form in any business
Most executives would agree that
and meat prices. The meat busi
enterprise and in any business de
the management which tries to do
ness is constantly changing, and
cision. However, to achieve the
nothing more than to keep from
therefore these operating plans
best interaction of the functions of
doing worse than last year will ul
must be so constructed that they
marketing, procurement, manufac
timately fail. Profit planning under
can deal effectively with the chang
turing, and finance they should
this definition is the procedure that
ing day-to-day realities of the mar
generally be in specific formal and
starts and keeps management con
ket place. They must be dynamic,
written terms.
stantly thinking about what should
not static.
be done differently in the future;
Second, it is a continuing disci
Top management’s role
it thus becomes the catalyst which
pline, adhered to day by day,
starts the control accounting to
The importance of operating and
weekly, monthly, and on a longer
measure actual accomplishment.
financial information to profit plan
A profit plan is supported by
ning must be placed in its proper
specific operating plans and state
perspective. Such information, of
ments which spell out how to ac
course, is not an end in itself. It is
complish the significant changes to
whether
the information is used
RICHARD H. BERTHOLDT,
be made the following year, based
CPA, is a manager at
that determines its effectiveness.
Price Waterhouse & Co.,
on specific actions to be taken.
Furthermore, such information is
Chicago, III. He is the
To illustrate, if a company has
employed by executives, operating
co-author of Financial
Planning and Control in
with finite data and with judg
the Meat Industry, pub
ment.
Thus, a positive attitude on
lished this year by the
*This book, which
reviewed earlier
the part of management is essen
American Meat Institute.
by Management Services (May-June
Mr. Bertholdt was gradu
tial. The best plan depends on ag
’67, p. 60), is available from the Amer
ated from the Walton School of Commerce,
gressive support by management.
ican Meat Institute, 59 East Van Buren
Chicago, in 1954. He is a member of the
Illinois
Society
of
CPAs
and
the
AICPA.
Profit planning also requires an
St., Chicago, Illinois (273 pages, $6).
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issue]plans. As a case in point,
organizational structure
—through Services,
a
casts
estimates of 1968
the [whole
financial
committee or otherwise. As a mini
total products to be processed
the marketing aspect of profit plan
mum, the functions of such a co
within their departments; and pro
ning requires modern and effective
ordinating committee should in
curement managers would deter
techniques of forecasting sales be
clude marketing (including pric
mine slaughter forecasts based
fore the financial impact of such
ing), procurement, production, fi
upon livestock availabilities and
planned sales volumes and margins
nance, and, possibly, transporta
slaughter capacity. This decentral
can be spelled out.
tion, and representatives of all of
ized approach has often resulted in
these must bring their judgment to
failure to obtain a proper balance
The need for sales forecasting
bear on the task of planning. Such
of livestock slaughtered, products
an organizational structure, to oper
processed, and sales demands.
Sales forecasting—for the meat
ate effectively, will have to have
From a total profitability aspect,
packing industry as for every other
access to current, accurate financial
—is a logical starting point for profit
the operation cannot be considered
and operating data. Such data must
planning. The sales-forecast is an
piecemeal. Thus, even when unit
be so worked up as to portray re
costs in one area of the business are
essential piece of the profit plan
alistically alternative sales volumes,
minimized, it does not follow that
ning process that establishes some
prices, livestock availability and
ground rules within which procure
the company as a whole has bene
procurement patterns, and operat
ment planning and production plan
fited. Top management must be
ing
ning can be done, based on avail
concerned with a proper balance of
Because most meat packers are
ability, sales realizations and mar
all costs incurred in maximizing the
too large to have all of their activ
gins,
costs, and expenses.
company’s profits. Illustrations in
ities carried out by one person or
These factors involve “outside”
this article suggest organizational
even a small group of people, it has
indicators such as supply, consumer
and planning procedures for the
been natural to set up separate
acceptance, brand loyalty (where
meat industry, but they could to
functions for procurement, slaugh
branded meat products are sold),
some extent serve as generalized
tering, and processing operations—
general population trends, and
models for profit planning as a
very often broken down into sepa
movements of people throughout
method.
rate functions for different species
the country. Statistics regarding
of animals and product groups.
these indicators can be gathered
Example
Functional groups have also been
from the company’s records, from
established for marketing, finance
trade organizations, from govern
Illustration 1 on page 19 shows
and accounting, personnel man
ment data, etc.
an integrated management control
agement, and others, in addition to
system for a meat packer; it depicts
In addition to these outside indi
the general management of the
cators, most companies will have
many of the major functions within
company. Often, in the past, man
the company and their relation
other means of determining such
agement decisions have been made
factors as past market penetration
ships. The system begins with the
unilaterally within functional areas,
marketing organization, where re
and performance, how sales (by
without sufficient consideration of
products) have been trending, the
sponsibility is established for gen
their effect on other areas or upon
pattern of distribution of sales to
erating data for the short-range,
the company as a whole. At times,
customers and customer groups,
annual, and long-range sales fore
management personnel represent
and what future marketing plans are
casts. Procurement personnel then
ing several functional areas have
for special sales and product pro
generate data as to livestock avail
cooperated to arrive at a decision,
motions. The process of using his
abilities, and these data, together
tory intelligently by identifying sig
but even in such cases the decisions
with the sales forecasts, are used in
nificant trends and patterns in order
establishing a procurement sched
have not been measured in terms
to plan is of utmost importance;
ule. The procurement schedule
of their aggregate effect upon prof
to withdraw to mere extrapolation
triggers production, which starts
its of the entire company.
of historical trends—that is, to say:
the processing operation and gener
“We have gone up three per cent
ates finished goods. These goods are
Integration
a year, on the average, so next year
available for distribution through
we’ll go up another three per cent”
Historically, the departmental
company distribution channels and
—this is not planning. Planning im
set-up has tended to generate man
for shipments to customers, thus
plies
the process of careful thought,
agement information within each
generating sales and closing the
in
the
light of the process of
functional area. Marketing would
“loop.” The relationship of the ac
generate sales forecasts on products
change.
counting and financial functions of
For responsibility reporting pur
distributed within company chan
the company to the other areas is
nels; various product managers,
poses, and in order that sales budg
also depicted.
both at the head office and plant
ets and goals be a living part of
Earlier, it was stated that oper
the sales organization, sales forelevels, would prepare sales fore
ating plans must logically precede
20
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able, the relationship between live
casting information according to the
stock costs and green meat prices
organizational channels of market
(within certain limits) remains
ing, typically along geographical
over
the long term at least some
and/or product lines, will be neces
sary.
what within the control of the meat

Because at some point the com
packers, certainly more so than the
single factor of selling price.
pany expects to show a profit by
To sum up, then, sales forecast
products or product groups, those
products or product groups are the
ing will have an influence in mar
second dimension in which sales
keting, procurement and process
ing, finance and accounting, and
forecasting information will be re
product pricing as follows:
quired. If various channels of dis
tribution are used, and if each
channel has a different distribution
Influence of forecast
cost, this is a third significant di
1. In marketing: The sales fore
mension. Furthermore, if there is
cast has many uses in the hands of
a concentration of buying in the
marketing management.
hands of relatively few chain store
First, by indicating the probable
customers, forecasts should be
size of the market for the period
made by customer groupings. These
ahead, the forecast establishes a
four factors (organization, prod
target for the sales force. If the
uct, channel, and major customer),
sales forecast is sound and realis
then, have to be built into a sales
These four factors
tic, it can inspire salesmen and sales
planning and reporting system.
managers to meet the forecast.
( organization,
Often, sales quotas based upon the
Adjusting the forecast for trends
sales forecast are also the founda
product,
tion of a sales compensation plan.
Seasonal adjustments should be
channel,
Second, sales forecasts and re
made to forecasts in order that the
sulting profit expectations, by terri
annual profit plan can be compared
and major customer),
tories, may serve to indicate
with actual results to date at in
whether or not sales territories are
then,
terim periods and so that there
can be some meaning to the com
properly established.
have to be built
Third, the sales forecast should
parison. For example, suppose that
reveal those areas in which the
the annual expected volume were
into a sales planning
simply divided by 12. Along comes
sales effort might be better di
and reporting system.
Lent, and the sales volume of meat
rected, where the sales staff is do
products, rather predictably, is re
ing the best job in relation to com
petition, and where poor showings
duced. The explanation for the dif
ference between the planned and
are being made.
actual volumes reported would
Fourth, the sales forecast can be
used as an indicator for directing
merely be that the plan was not
properly adjusted for seasonal
the company’s advertising effort to
trends.
those areas where the company’s
In many industries with more
position is weak or where the po
stable material cost and selling
tential return is great.
2. In procurement and process
price patterns the next step in mar
ing:
One of the most important
keting forecasting would be the
uses of the sales forecast is that of
predetermination of expected prod
serving as the logical point from
uct selling prices through the va
rious product sales channels. In
which to start the planning and
this area, the meat packing in
control of procurement and pro
dustry poses some very peculiar
duction. The procurement and
problems. Instead of attempting to
processing departments will find
predict selling prices, the industry
that a reliable forecast of sales as
places a great deal of emphasis on
sists them in determining killing
gross margins, with the thought in
levels; in balancing requirements
mind that even though selling price
for prime cuts such as hams, bellies,
levels per se are rather unpredict
loins, etc., with production; and in
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ILLUSTRATION 2

UNIT
SELLING
PRICE

ILLUSTRATION OF OPERATING MARGIN CONCEPT
IN OPTIMIZING SELLING PRICES AND VOLUMES
IN THE MEAT INDUSTRY

SALES
REALIZATION

DIRECT
COST $.42
PER UNIT

OPERATING
MARGIN

OPERATING
MARGIN
PER UNIT

FIXED COST

NET PROFIT

NET PROFIT
PER UNIT

$.080

$.60

1,000

$600

$420

$180

$.180

$100

$80

.61

995

607

418

189

.190

100

89

.089

.62

970

601

407

194

.200

100

94

.097

.63

920

580

386

194

.218

100

94

.64

850

544

357

187

.220

100

87

(1)
.102

.102

(1) Maximum Net Profit and Operating Margin A mount

__

ILLUSTRATION

COMPONENTS OF SALES FORECASTING
IN THE MEAT INDUSTRY

IRREGULAR

1963

1964

1965

1966

(ILLUSTRATION 4
PLANT CAPACITY
COMPARED TO FORECASTED SALES VOLUME

Bar Heights Show Plant Capacity • Shaded Parts Show Forecast of Sales in Pounds.
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ILLUSTRATION 5

Week ending: August 30, 19xx

SAUSAGE FORMULATION REQUIREMENTS
PRODUCT

A

B

c

ESTIMATED PRODUCTION

25,000

15,000

45,000

25

20

29

24,000

13,500

39,000

FORMULA NUMBER
MATERIAL REQUIRED
REQUIREMENTS
VARIABLE

FIXED

TOTAL

TOTAL
AVAILABLE

10,000 (F)
18,500

18,000

7,500

25,500

PORK TRIMMINGS—80%

7,500

1,500

9,000

PORK TRIMMINGS—50%

25,000

10,000

35,000

1,500

500

2,000

1,500

700

700

500

1,000

1,000

REGULAR BEEF TRIM

SKINNED JOWLS

BLADE MEAT
CHOPPED HAM

SURPLUS
(SHORTAGE)

7,500

3,000
(1,500)

15,000 (F)
25,000

5,000

(500)

(200)
(1,000)

(F) Freezer Stock

illustration
DETERMINATION OF PROCUREMENT REQUIREMENTS

Week ending: August 30, 19xx

POUNDS

PIECES

220/240

LOINS:
8/12
12/16
16/20
20/up

28,300
93,900
43,800
15,750

2,830
6,705
2,430
750

5,000

BELLIES:
8/10
10/14
14/18
18/up

6,300
43,000
64,500
20,000

620
3,300
5,009
1,000

1,000
4,000

HAMS:
12/16
16/20
20/24
24/30

69,750
68,500
47,800
67,000

4,885
3,858
2.196
2,577

5,000

PRODUCT

NUMBER OF PIECES

LIVE WEIGHT RANGE

REQUIREMENTS

240/260

260/270

2,170
4,000

2,705

70
2,250

2,500
3,000

380
700

4,000

1,009

2,500

3,000

4,500

3,000

15
142
304
423

4,000
2,500

SUMMARY
NUMBER OF PIECES
NUMBER OF HEAD

5,000
2,500

TOTAL HEAD
AVERAGE WEIGHT

7,250
253

4,000
2,000

2,500
1,250

3,000
1,500

ILLUSTRATION 7

PROJECTION OF

SHORTAGE

SURPLUS

270/UP

CONVERSIONS
FINISHED PRODUCT

Week Beginning September 14, 19xx
PICNICS

ESTIMATED
VALUE
(PER CWT.)

CT BUTT
80% TRIMMINGS
50% TRIMMINGS
REGULAR TRIMMINGS
18/20 BELLY
FAT1
BONES2
SHRINK

$35.50
30.00
18.00
43.00
22.50
8.50

VALUE OF CONVERTED PRODUCTS2
LESS—DIRECT COST TO CONVERT

73.65%

73.00%

9.54
16.61
.20

10.72
16.08
.20

BOSTON
BUTT

BELLIES
25/30

(REGULAR)

44.70%
12.10
19.60
19.00

12.40%

76.00
11.50

4.10
.50

.10

100.00%

100.00%

100.00%

100.00%

$22.59
1.65

$22.45
1.57

$31.20
1.44

$19.99
1.36

20.94
21.50

20.88
20.00

29.76
28.00

18.63
16.50

.88

$ 1.76

$ 2.13

NET CONVERTED VALUE
VALUE OF ORIGINAL PRODUCT
NET CONVERTED VALUE OVER (UNDER)
VALUE OF ORIGINAL PRODUCT

6/8

4/6

$ (.56)

1Picnic Fat at 60% of Lard or $5.10 • Belly Fat

$

68% of Lard or $5.78.

2 The bone-handling and processing costs equal the revenues therefrom (break-even);
therefore, no value
assigned to the bones under value of converted products.

January-February, 196S
https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8
at

23

26

6

: Management Services, Vol. 5, No. 1, January-February 1968 [whole issue]
Short-range forecasting is based upon the most current information available . ..

enabling them to schedule and stab
ilize the labor force, over the year
and short-term, as well as in achiev
ing the optimum use of plant and
equipment capacity.
 in
The forecast is also important
controlling inventory levels. All too
often companies build up inven
tories
the demand slackens, cre
ating surpluses, or maintain low in
ventory levels as demand increases,
creating deficits. Both types of un
balanced inventories, of course, re
sult in severe economic penalties.
The forecast can also help even
out production-level changes at
tributable to seasonal fluctuations
by pinpointing desirable times to
build up or decrease frozen meat
inventories.
3. In finance and accounting:
Finance departments use the sales
forecast for estimating cash require
ments and for planning short-term
and long-term financing. The ac
counting department uses the sales
forecast for developing planned
costs and for the preparation of op
erating budgets, dependent upon
assumed levels of production and
sales.
4. In product pricing: Sales
prices are dependent to varying
degrees upon product costs and
upon the desired margin a com
pany wishes to obtain n its prod
ucts. Volume, in turn, is affected by
the price level at which the com
pany desires to sell its products.
Volume affects costs to the extent
that costs behave differently at
varying levels of volume. There
fore, if prices are to be set carefully
to enable the company to obtain
the best net profit available, the
sales outlook must be carefully
analyzed in relation to product
costs, desired margins, and volume.

Forecasting in the meat industry
To develop a successful sales
forecast, the meat packer must pre
dict as accurately as possible the
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Gross and operating margins
Operating margin represents the
excess of gross margin over all vari
able procurement, slaughtering,
processing, selling, and general and
administrative expenses.
Gross margin is a means of de
termining how well meat cost vari
ations are reflected in selling price

changes. The significance of gross
margin rests squarely on the fact
that livestock costs change by rela
tively large amounts on a frequent
basis and that these cost changes
should have a direct effect on both
selfing prices and volume sold. For
processed meats, the importance of
gross margin is less than for green
meat operations because processed
meats contain more “value added.”
Selling prices of processed meat
products generally do not react as
quickly or as directly in line with
live or fresh meat costs. However,
gross margin can serve as a “stop
point”: When gross margin reaches
a predetermined minimum amount,
management is alerted that action
is required.
The significance of operating
margin for short-term planning is
straightforward: When the total
amount of operating margin is
maximized, net profit is maximized.
As is shown in Illustration 2 on
page 22, this is not true in terms of
per-unit operating margin, but it
does apply to the total dollar
amount. This is because operating
margin discloses the full impact of
the interaction of selling price,
variable costs, and sales volume.

Sales forecasting techniques
The choice of a sales forecasting
technique and its adaptation to the
needs of a particular company are
a highly individualized matter.
system that produces good results
for one company may produce dif
ferent results for another.
A choice would probably be
made from among one or more of
the following techniques.
The sales force composite meth
Under this method, each route
salesman, national key account
salesman, and branch manager is
made responsible for developing
his own sales forecast. Each person
responsible for preparing a seg
ment of the sales forecast would
Management Services

24



expected sales tonnages of the com
pany’s products for the ensuing
year and the relative margins at
which such sales can be made. In
developing an annual forecast the
following problems, unique to the
industry, must be considered:
1. Projected sales tonnages are
the most meaningful tool to work
with: Because of the volatile way
in which the price level for meat
products may react during different
seasons and economic periods, the
injection of anticipated price levels
into the annual sales forecast tends
to distort and complicate the fore
cast.
2. The sales forecast must take
into account the nature of the
packers business:
packer who
has known customer demands for
his entire slaughter level will view
his sales objectives differently from
the packer who determines slaugh
ter levels regardless of known proc
essing and customer demands and
who thus might frequently have
surplus green meats to dispose
In projecting sales of "con
sumer brand-identified” products,
the packer must take into account
the effects of advertising and sales
promotions, as well as anticipated
increases in sales tonnages through
an increased sales effort and in
creased customer demand.
3. The effect of varying levels of
livestock supply and consumer de
mand must be considered in pro
jecting gross and operating mar
gins: Gross margin is defined as
representing the excess of sales re
alization over meat cost.
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.. . and is intended to serve, each week, as an operational guide.

be furnished with pertinent infor
mation as to anticipated internal
and external factors which could
be expected to influence his mar
keting plan, such as changes in the
product line, advertising and sales
promotions, consumer demand, eco
nomic conditions, and expected
goals of the company in total. The
sales forecast will also be more
meaningful to the salesman and
useful to the company if the sales
man is informed of the relative
profitability of the product lines so
that the salesman may plan for,
and be motivated toward, the most
profitable mix of products.
Analysis of market and industry
factors: Business indicators are
helpful tools in gauging the status
of general economic conditions and
the effect on the total market for
the meat packing industry. Some of
the indicators which are most help
ful in gauging economic conditions
are forecasts of gross national prod
uct, personal income, population
levels, employment, and prices.
Statistical analysis (time series
analysis): Statistical methods are
becoming increasingly popular
a means of increasing the accuracy
of sales forecasts. Various economic
and market factors can be observed,
measured, and projected to analyze
their effect on the industry’s and
a particular company’s position. If
the effect of these factors is known,
then the forecaster need concern
himself primarily with estimating
the probability and magnitude of
this effect. Sales are generally af
fected by four basic factors (see
Illustration 3 on page 22): growth
trends, business cycle fluctuations,
seasonal fluctuations, and irregular
variations.
A time-series analysis is a sta
tistical method of separating and
analyzing the historical effect of
these components on sales and ex
posing irregular factors. The his
torical sales data for a period of
time must be broken down into

trend, cycle, seasonal, and irregular
components, thus giving a picture
of what the sales pattern would
have been under each condition.
The effect of the basic components
is then projected, allowing for
known or anticipated unusual pat
terns, so as to arrive at the fore
casted sales level.
Mathematical techniques: Mathe
matical formulas and techniques
have been developed for establish
ing the relationship of economic
movements to the historical sales
pattern and arriving at projections
of future sales.
These techniques usually involve
the use of electronic computers to
solve formulas developed by spe
cialists with mathematical back
grounds. Many companies have
found the results obtained through
the use of these forecasting meth
ods to be highly satisfactory.
One such technique which has
produced gratifying results when
applied to short-range forecasting
is “exponential smoothing.” Expo
nential smoothing is essentially a
prediction based on current sales
data and all previous sales data and
weighted so as to give greater ef
fect to the latest incoming infor
mation.

Short-range forecasting
Short-range forecasting is based
upon the most current information
available and is intended to serve,
each week, as an operational guide
for procurement, processing, and
inventory control purposes. The
long-range and annual forecasts, on
the other hand, are intended to di
rect the company’s efforts on a
broader basis and to serve
tools
for making decisions affecting the
long-range profit potential of the
company.
typical short-range
forecast in the meat packing in
dustry might cover forecasts for the
ensuing week as well as the re
mainder of the month. The selec
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tion of both the length and time
interval of the forecast period,
however, is affected by such fac
tors as the intended purpose of the
forecast, the nature of the com
pany’s sales pattern, the company’s
minimum information needs for
planning, and the accuracy that
can reasonably be expected in fore
casting sales.
Profit planning is a total disci
pline. While sales forecasting is a
logical starting place, it must be
recognized that livestock avail
ability and plant capacity may
make it necessary to revise sales
forecasts. The following benefits
can be derived from greater coordi
nation of marketing and procure
ment programs:
• Such coordination provides a
greater ability to use slaughtering
facilities at the most desirable op
erating levels from a cost and profit
viewpoint.
• Such coordination permits
overall labor planning to be co
ordinated on a plant-wide basis
to avoid the ever-present problem
of minimum work week guarantees
and layoffs, with resulting “bump
ing” of less senior employees.
• Such coordination allows ad
vance knowledge of what surplus
fresh meat products and, con
versely, what deficit products will
result from the planned slaughter
level. This knowledge allows maxi
mum time for marketing personnel
to plan marketing strategy aimed at
disposing of such surplus in an
orderly manner, with a minimum
of price concessions and price fluc
tuations.

Procurement budget
The planning underlying the
preparation of a procurement
budget is predicated on sets of as
sumptions—assumptions with re
spect to such factors as economic
climate, changes in livestock supply
patterns, changes in livestock prices
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SLAUGHTERING COSTS
PER HEAD AT VARYING CHAIN SPEEDS

( ILLUSTRATION

Thousands of Hogs

(ILLUSTRATION 9
1.

Raw material. Livestock or green
meat.

2.
3.

Ingredient material.
Packaging material. This often is
treated as a supply or expense

item in the industry. Because of

MATERIAL COST

its direct cost nature and sig
nificance, it may be more desir

able to include packaging as a

material cost.

VARIABLE
PRODUCT COSTS

any case, it

should be a separate cost ele
ment.
4.

Direct labor. This should include
hourly labor for which there is

DIRECT LABOR

measurable and identifiable pro
duction. It should not include

supervision or fringe benefits.
5.

Variable

plant costs.

This

in

cludes variable in-plant costs of

VARIABLE PLANT COSTS

an indirect nature, including op

erating supplies.

Programmed plant costs. This in
cludes those expenses which are

discretionary, such as supervi

sion. Having once established an
PROGRAMMED PLANT COSTS

operating plan and approved the
expense, management may ex

FIXED
PLANT COSTS

pect it to remain relatively fixed

over the life of the plan or until

a decision is made to change it.
7.

FIXED PLANT

Fixed plant costs. This includes

those costs which would be in
curred without regard to volume
level, such as depreciation.
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ILLUSTRATION
RELATIONSHIP OF INCOME STATEMENT
CATEGORIES TO SUPPORTING ANALYSES
INCOME STATEMENT SECTION

RELATED SUPPORTING ANALYSES

SALES
TRANSFERS OUT
SALES DEDUCTIONS

1.
2.

LIVESTOCK OR GREEN MEAT
COSTS-AT ACTUAL GROSS MARGIN

1.
2.

3.

Product Line Profitability Summary—
Weekly and Periodic—Illustration 12
Product Sales and Operating Margin ReportWeekly and Periodic

Buyer Evaluation Report
Hog-Cutting Yield Report—
Weekly and Periodic
Material Yield Report—
Weekly and Periodic—Illustration 13

VARIABLE COST OF GOODS SOLD
AT STANDARD

1.

Same as Profitability Statements Listed
for Sales Section Above

VARIABLE COST VARIANCES
FROM STANDARD

1.
2.
3.

Cost and Expense Summary—Periodic
Responsibility Performance Reports—
Periodic—Illustrations 15 to 19
Weekly Labor Report

OPERATING MARGIN

1.

Function of Sales and Costs Above

FIXED COSTS ABSORBED
FIXED COST VARIANCES

1.

Same as for Variable Cost Variances
Section Above

OPERATING PROFIT

1.

Function of Operating Margin and
Fixed Costs Above

Month: March, 19xx
YEAR TO DATE

CURRENT PERIOD

VARIANCE
FROM PLAN

ACTUAL

SALES
LESS—SALES DEDUCTIONS

$10,330,770
87,220

NET SALES
TRANSFERS OUT

10,243,550
198,370

NET CREDITS
LESS—LIVESTOCK/GREEN MEAT COST

10,441,920
7,831,440

2,610,480

GROSS MARGIN

LESS—VARIABLE COST OF GOODS SOLD:
OPERATING COSTS AT STANDARD
SELLING AND DISTRIBUTION COSTS
AT STANDARD
ADMINISTRATIVE COSTS AT STANDARD

OPERATING MARGIN

INCOME STATEMENT TOTAL COMPANY

7,210
4,750
(1,900)

220,050
112,780

OPERATING MARGIN BEFORE VARIANCES
VARIANCES

LESS—FIXED COSTS:
FIXED MANUFACTURING COST OF
PRODUCTION ABSORBED
FIXED MANUFACTURING COST
VARIANCES
FIXED SELLING AND DISTRIBUTION
COSTS
FIXED ADMINISTRATIVE COSTS

1,458,445

10,060

1,152,035
(11,430)

(5,660)
(11,430)

1,140,605

(17,090)

427,880

1,250

7,570

7,570
(2,150)
150

340,890
259,610

TOTAL ACTUAL FIXED

6,820

1,035,950

(INCREASE) DECREASE IN FIXED COSTS
IN INVENTORY VALUE

5,211

5,211

TOTAL FIXED

1,041,161

12,031

OPERATING PROFIT

99,444

5,059

NET PROFIT

(750)

(8,650)

OTHER INCOME (EXPENSE)

$

90,794

$

(15,720)

1,125,615

TOTAL VARIABLE
AT STANDARD

ILLUSTRATION 11

$

$

VARIANCE
FROM PLAN

ACTUAL

$

4,309

Disposition: Executive Vice-President
President
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and wholesale values :of
meat, and Services,
processes
beJanuary-February
applied to these
dard cost
system is used, it would
Management
Vol. 5,will
No. 1,
1968 [whole
issue]
competitive strategy, to name a
ingredients to obtain a fresh meat
be appropriate to use the standard
few. Plans based on one set of as
basis, the common denominator for
unit costs. If standard costs are not
sumptions versus another set can
planning purposes.
used, it will be necessary to use
yield radically different results; the
historical data, probably last year’s
essence of this planning process is
actual costs. These costs would
Procurement timing
that it consists of weighing the va
have to be revised to reflect cur
rious alternative combinations of
Next, projections of livestock
rent conditions, such as wage in
these interrelated factors, thus ar
availability and the pattern of mar
creases under the union contract,
riving at an informed judgment
gins are reviewed to see if the pat
supply price changes, etc.
to what is most appropriate under
tern of that avenue of satisfying
At this point the annual profit
the circumstances. The very process
raw material requirements is com
plan would be completed to the
of weighing alternatives tends to re
patible with the needs pattern. In
“operating margin” level. Next, the
sult in a more thoughtful and realis
those periods of good slaughtering
fixed costs of production, marketing
tic plan; and if the analysis is
margins, procurement of the live
and distribution, and administra
done properly, alternative plans
animal might be favored, thereby
tion would be budgeted and de
are available to be put into effect
intentionally generating a surplusducted in total to arrive at the
quickly in the event that conditions
expected to be marketable at a
year’s planned pretax profits.
assumed under the primary plan
profit—of certain fresh meat prod
do not materialize. In other words,
ucts. However, this is limited by
The short-term operating plan
the planning is done in advance,
(1) availability of livestock, (2)
in an atmosphere of reason, rather
slaughtering capacity of the indi
Although the annual procure
than on a crash basis, in an at
vidual plants, and (3) ability of
ment planning process is important
mosphere of crisis.
the sales personnel to dispose of
to provide coordination of the sales
The following information should
the surplus product at adequate
and production responsibilities, it
be available when considering the
margins.
does not provide the type of infor
annual procurement budget:
Conversely, in those periods of
mation necessary to operate the
• Forecasted sales volume (bro
predicted poor slaughter margins,
business on a “day-to-day” basis. It
ken down by month or period)
management may not favor pro
therefore is necessary also to have
• Estimated trend of margins for
curement of livestock but instead
a short-range weekly operating
the year
would indicate that green meat
plan.
• Projections regarding avail
should be purchased to satisfy Re
In many respects, the shortability of livestock for the year
quirements, to avoid the generation
range operating plan follows the
• Slaughtering capacities and
of surplus fresh meats that may
pattern established for the annual
costs, at varying volumes
have to be sold at “distress” prices.
plan. Thus, a sales forecast is pre
• Processing department capaci
After the procurement level has
pared for the products to be sold
ties and standard processing costs
been established for the year, at
during the “planning week.” This
• Formula and yield data.
tention will be directed to the proc
forecast will also provide several
The annual sales volume fore
essing departments. Production
weeks in advance sales estimates of
cast is prepared by major products
plans must be made so that proc
those product items which require
and product groupings. This fore
essing facilities will be available to
a longer period to process, such as
cast serves as the starting point for
process the product required to
dry sausage. Explosion techniques
determining what raw materials are
meet the sales forecast. Thus, it is
will be used to determine raw ma
required to fulfill the production
necessary to refer to the sales fore
terial requirements. Illustration 5
needs for the forecasted sales vol
cast to determine relative levels of
on page 23 shows the results of
ume. The raw materials required
operations in the individual depart
the explosion in terms of require
for each broad product grouping
ments by comparison to capacities
ments or needs to meet the sales
are converted into equivalent green
established by the operations de
forecast. The so-called fixed needs
meat, through the use of formulas
partment — see Illustration 4 on
are an absolute requirement of par
and established yields, and then
page 22.
ticular products, whereas the vari
After each department’s activity
translated to livestock equivalent.
able needs represent those ingredi
is established, variable expenses of
This gives a picture of meat re
ents which could be replaced by
quirements, restated in terms of
the department must be applied
other ingredients meeting certain
“whole animals.”
to volume to complete the profit
characteristics.
Processed products, such as sau
plan for the year to the operating
The category available raw ma
sage items, are “exploded” into their
margin level.
terials (shown in the illustration)
individual ingredients such
pork
Estimated variable expenses can
includes inventory of fresh and
trimmings or boneless beef. The
generally be best developed in
frozen products as well as prod
established yields for each of the
terms of per-unit costs. If a stan
ucts that will be derived from the
28
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(ILLUSTRATION 12
PRODUCT LINE PROFITABILITY SUMMARY

Week: March 26, 19xx
VARIANCE FROM PLAN-FAV. (UNFAV.)

ACTUAL

Sales Weight
(Cwt.)

Gross Margin

337,885

$168,943

BEEF CUTS

9,276

BONELESS BEEF

3,262

CARCASS BEEF

Operating
Margin

Gross Margin
Per Cwt.

Amount

$ (8,740)

$(.002)

$(12,750)

$(.004)

2.10

950

(2,320)

(158)

(2,140)

(.231)

3.90

1,120

(1,040)

—

(3,010)

(.922)

72,260

1.92

(2,711)

2,630

—

(3,170)

(.084)

14.00

22,160

12.50

(450)

525

—

2,500

1.410

8.00

32,710

6.90

590

.012

$ 87,850

25,509

2.75

19,480

14,679

4.50

12,720

37,635

103,496

2.75

SAUSAGE

1,773

24,822

SLICED BACON

4,740

37,920

—

TOTAL

Per Cwt.

Per Cwt.

$ 2,510

.50

PORK

Operating Margin

Gross Margin

Operating
Margin
Per Cwt.

$

$375,369

—

$

$247,180

Due to Volume Due to Margin

.26

—

2,366

(5,845)

$ 3,785

$(14,790)

(.755)

$(17,980)

-

-

Disposition: Marketing Manager • Plant Manager • Regional Manager

illustration

13

MATERIAL YIELD REPORT SLICED LUNCHEON MEAT

Week Ending: March 26, 19xx
VARIANCE FROM STANDARD

STANDARD YIELD
PRODUCT

WEIGHT

AMOUNT

PER CENT

WEIGHT

1.75

162

.41

27

9

6,750

4.93

378

131

7,315

.84

65

WEIGHT USED

PER CENT

BOLOGNA 6 OZ.

9,283

91

8,448

OLIVE LOAF 6 OZ.

6,540

95

6,213

LIVER LOAF 6 OZ.

7,670

88

SPICED LUNCHEON MEAT 6 OZ.

7,700

95

COOKED HAM 6 OZ.

2,018

91

1,836

(5.52)

ASSORTED 12 OZ.

4,657

91

4,238

3.70

172

55

SALAMI 6 OZ.

8,287

91

7,541

2.83

235

79

928

$238

TOTAL

46,155

42,341

Disposition: Sliced Luncheon Meat Foreman • Plant Superintendent •

(111)

$

41

24
(101)

Plant Manager

MANUFACTURING AND ADMINISTRATIVE AREAS:

PLANT MANAGER

PRODUCTION SUPERINTENDENT

PROCUREMENT

PRODUCT PROCESSING FOREMEN

SERVICE FOREMEN

(illustration

14

PLANT ORGANIZATION PLAN IN SUPPORT
RESPONSIBILITY PERFORMANCE REPORTS

ENGINEER

CONTROLLER

COST ACCOUNTING

MARKETING AREA:

MARKETING MANAGER

SALES STAFF
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week
’s 5,
planned
level of livestock
lyingissue]
the products, both in the pre: Management Services,
Vol.
No. 1, January-February
1968 [whole
slaughter. The indicated surplus
and post-converted state, vary
or shortage is the measure of how
from week to week, the desir
well balanced the plan is for the
ability of such process-further de
week being planned. Decisions
cisions should be continually evalu
with regard to indicated surplus
ated. A formal means of accom
positions would relate to disposi
plishing this is depicted in Illus
tion of product, through sale or a
tration 7 on page 23.
decision to freeze product; deci
The percentages shown are stan
sions on product that is short would
dard yields, representing the prod
lead to purchase or to possible re
ucts that would be obtained upon
duction of the sales forecasts on
conversion of selected other prod
more marginal business.
ucts. Financial aspects are dealt
with in the lower portion of this
illustration. The net result repre
Procurement alternatives
sents the profit or
impact of
At this point, the alternatives
the decision to convert a particular
available for supplying the fresh
product. It will be noted that only
meat requirements must be evalu
the direct out-of-pocket costs are
ated. These alternatives include
dealt with in this determination
purchase of (1) specific prime cuts,
since it is a short-range decision.
(2) carcasses, and (3) livestock.
It is important to recognize that the
particular company which has
value of converted products repre
The challenge . .. is to search
a heavy commitment of slaughter
sents an estimate of sales realiza
ing facilities has these options also,
tion; therefore, it is absolutely nec
for alternative
but perhaps in the short range there
essary that a feedback of actual
slaughter levels
is less latitude in exercising the op
realization be obtained so as to
tions.
better judge the results of the en
and mixes within each level
In evaluating the livestock alter
tire process-further decision. For
to arrive
native, the fresh meat requirements
the same reasons the standard yields
must be translated into equivalent
must be compared periodically
at an optimum balance.
livestock. Illustration 6 on page 23
with actual yields.
Such determinations
shows the results of attempting to
Before a final slaughter chain
balance the requirements of fresh
speed is decided upon for the en
are ideally suited
meats (pork in this case) with a
suing week, livestock availabilities,
to a linear programing
selected livestock slaughter level.
current margins, and slaughtering
application.
capacities must be reviewed. An at
Because a company’s sales patterns
are not balanced, in terms of primal
tempt is usually made by manage
cuts needed, there will always be a
ment to use the slaughtering facil
surplus or shortage of certain cuts.
ities at their optimum level, say,
The challenge here is to search for
within the range of a 36- to 40-hour
alternative slaughter levels and
work week. Generally, the gang
sizes at “rated speeds” are well de
mixes within each level to arrive
at an optimum balance. For com
fined through engineering studies,
and agreement on them is reached
panies advanced in the use of com
between the company and union
puters, such determinations are
ideally suited to a linear program
representatives. For this shorting application.
range planning, only direct ex
To more fully integrate the
penses, principally direct labor and
weekly profit plan, a careful review
fringe benefits related to them; util
should also be made of so-called
ities; etc., would be considered in
surplus and deficit products to de
arriving at a direct unit cost of
slaughtering.
termine what flexibility exists in the
further conversion of certain sur
For the purpose of more effec
tively using this information, the
plus cuts to satisfy any shortages.
There are many opportunities for
direct slaughter costs should be
computed for each rated slaughter
the meat packer to convert or proc
ess certain products further. How
chain speed and for operating at
ever, because the economics under
various numbers of hours within
30
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each speed. This cost information
that will be purchased fresh will
Management Services: A Magazine of Planning, Systems, and Controls, Vol. 5 [1968], No. 1, Art. 8
can then be put into a chart such
be established.
as shown in Illustration 8 on page
26.
bell-shaped curve results
Financial planning information
since, until 36 hours are worked,
total labor dollars are the same
The importance of the account
because of the guaranteed work
ing system may be indicated by
week; therefore the per-unit costs
the number of times reference has
are higher at lower volume levels.
been made to the need for knowing
Likewise, after 40 hours, overtime
costs and profit margins for various
contributes to higher per-unit
processing and other operations.
costs. This chart technique better
An effective overall accounting
enables a company to assess the cost
system must provide three broad
consequences if greater or lesser
types of information. These in
livestock quantities are slaughtered
clude, first, the traditional custodial
at each speed.
accounting requirements; second,
the performance (or responsibility)
accounting requirements; and third,
Freezer inventory
what some have termed decision
One additional important factor
making accounting requirements.
to be considered in the short-term
Each of these requirements is
procurement budget is the freezer
basically different, and therefore
inventory level. Some companies,
An effective overall
they cannot all be met by the same
because of their regular distributive
reports and figures.
accounting system must
product lines, are consistent surplus
The decision making accounting
producers of certain primal cuts
provide three broad types of
requirements would include the
and, therefore, in determining the
cost requirements for applying pro
information: the traditional
timing of disposal of such sur
duction scheduling alternatives, for
pluses, must consider the freezer
custodial accounting
evaluating the sell-fresh-or-processalternative available. Likewise,
further decision, and similar mat
requirements; the per
some companies are continually
ters. Thus, any accounting system
short of certain primal cuts or trim
formance (or responsibility)
must be designed to include quan
mings; these companies must also
titative information in the form
accounting requirements;
consider the desirability of a freezer
which can best provide the basis
and what some have termed
alternative, should it prove advan
for a specific management decision.
tageous to purchase product in ad
One of the basic needs is for
decision making
vance of the actual need. Infor
cost information. Two methods can
accounting requirements.
mation inputs into the freezer al
be used to develop these data:
ternative decision should include
Statistical cost finding proce
knowledge of present product costs,
dures, in which costs are devel
carrying costs of the inventory
oped using past and current infor
while in freezer storage, and an
mation: Statistical procedures pro
estimate of product prices at cer
vide an advantage in that cost con
tain points in the future when it is
struction may be varied at will to
expected that the product will be
reflect current conditions in a way
removed from storage. Carrying
most appropriate for the end use
costs would include the following:
of the cost information. However,
(1) the imputed interest on inven
it is not possible to make these
tory investment, during the period
costs agree, in the aggregate, with
stored, (2) direct storage costs,
the actual costs in the company’s
(3) property taxes, (4) insurance
records.
costs, and (5) spoilage and shrink
Integrated cost accounting pro
cedures, in which an integrated
age.
The weighing of all these inter
system of accounting for costs pro
related factors will result in two
vides product costs that agree in
decisions: First, the final level of
total with the costs recorded in the
procurement and slaughtering op
accounts and identifies differences
erations will be set. Second, that
according to cause.
portion of the raw material needs
Perhaps the most significant dif-
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ference between the two methods
tion or proration of the fixed over
that issue]
the selling prices recover all
: Management Services, Vol. 5, No. 1, January-February 1968 [whole
arises in the area of performance
head to products or inventory
costs and generate a normal profit
evaluation and control. To assess
value. These fixed expenses would
margin), and it allows a greater
production costs and margins ef
be grouped in a pool and, for a
degree of flexibility in studying al
fectively, what costs and profits
given time period, would have to
ternative annual profit plans, par
should have been—or were ex
be recovered in total before a profit
ticularly through applying produc

pected to be—must be compared
would be realized. The reasoning
tion scheduling alternatives in mul
against what costs actually were.
behind this theory is that fixed ex
tiplant operations. However, all of
penses are incurred as a conse
This presupposes the ability to de
these advantages are limited by the
termine standard or expected costs
quence of decisions which have
accuracy of the somewhat arbit
for the volume level and product
nothing to do with any particular
rarily allocated overhead.
mix actually achieved.
units of production. In the short
The treatment of overhead as a
term they would have been in
In the final analysis, the choice
pool, as is the practice under the
of costing procedures would rest
curred whether or not any specific
direct costing method, has the ad
vantage of simplicity, and it avoids
on simultaneous consideration of
units had been produced, and cor
arguments about the many varied
the degrees of cost data accuracy
responding amounts of expense
methods of overhead allocations.
and detail which can be utilized ef
would be incurred in subsequent
fectively by management and the
The disadvantage of this method is
periods regardless of the volume of
expense associated with obtaining
that net profit by product line is
production.
them.
not readily determinable, nor is it
The alternative to direct costing
possible to have a “full cost” stan
is absorption costing. Under this
dard unit cost.
method the plant elements of cost
Cost separation
of sales, variable and fixed, are
Costs generally may be classified
deducted from sales to arrive at
Direct costing risks
as product-identifiable or indirect.
gross profit. Generally, the fixed
One of the greatest problems en
Product-identifiable costs, for ex
overhead under this method is
countered in employing a direct
ample, would include costs of di
“unitized” to individual products,
costing theory, particularly apply
rect material and other costs and
based on budgeted volume. While
ing it to product costs, is that it
expenses that are clearly assignable
it is not practical to discuss all the
often is feared that sales at mar
directly to the product for which
various methods of allocating this
ginal prices may reduce the general
they are incurred. Indirect costs,
overhead here, overhead can be
price
level at which all products
by contrast, cannot be assigned di
categorized into three broad group
are
sold.
Thus, there is concern
rectly to products but must be dis
ings, for allocation purposes, as fol
that
a
considerable
portion of the
tributed or allocated to products
lows:
total sales volume will be made
on a broad and more arbitrary ba
• Those clearly assignable, for
at marginal prices or at prices be
sis. It is important to note that
example, space costs to be assigned
low regular sales prices. It is ex
whether a cost is identifiable or
on the basis of amount of space
tremely important that adequate
indirect does not indicate whether
occupied
checks be provided against the mis
it is variable or fixed, although
• Those that are reasonably dis
use of cost information in establish
there is usually a high correlation
tributable, for example, supervisory
ing pricing policy. This certainly
between identifiable and variable
efforts related to, say, labor sched
seems to require that executives have
costs. Illustration 9 on page 26
uling
a full understanding of the dangers
shows the separation of the typical
• Those that can only be allo
well as the advantages of accept
meat packer’s costs.
cated arbitrarily, for example, the
ing orders on the basis of “mar
Direct costing concepts require
salaries of top supervisory person
ginal” pricing, that is at selling
distinguishing costs as direct or
nel.
prices in excess of variable costs
fixed within the manufacturing,
but perhaps less than full unitized
selling, and general and administra
Pros and cons
costs. It also is necessary for execu
tive expense categories. Total vari
tives to understand the circum
able manufacturing, selling, and
Each of the costing methods has
stances under which the company
certain advantages and disadvan
general and administrative expenses
can safely isolate marginal sales
are deducted from gross margin to
tages. The advantage of using the
absorption method or “unitized”
from other sales. Furthermore, and
arrive at operating margin. From
most important, authority for devi
approach is that net planned in
this amount is deducted the total
ations from established selling
of fixed manufacturing, selling, and
come can be developed by product
general and administrative ex
prices should be centralized in a
line for the annual profit plan. It
penses to determine net profit. Un
group of responsible individuals,
can serve as a guide for setting
der strict interpretation of direct
such as a pricing committee, whose
price structures (this “full” cost
costing there would be no alloca
members really understand the improvides a measure for determining
32
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RESPONSIBILITY PERFORMANCE REPORT

STANDARD BUDGET ALLOWANCE
VARIABLE

FUNCTION

VARIANCE
(UNFAVOR.)

RATE

AMOUNT

TOTAL

actual

$4.50

$27,000

$27,000

$28,000

5,833

5,833

3,333

.20

1,200

4,533

4,500

250

.08

480

730

780

FIXED

DIRECT OPERATING LABOR

(ILLUSTRATION

Month: March, 19xx

Center: Cattle Kill Foreman
Variable Factor: Head Killed

$(1,000)

OPERATING EXPENSES:
SUPERVISION
INDIRECT LABOR
EMPLOYEE BENEFITS
EXPENSES & SUPPLIES

$ 5,833

33
(50)

1,875

.25

1,500

3,375

4,250

(875)

$11,291

$5.03

$30,180

$41,471

$43,363

$(1,892)

PERTINENT STATISTICS:

ACTUAL

PROFIT PLAN

HEAD KILLED
CAPACITY UTILIZED

6,500

6,000

75%

70%

Disposition: Production Superintendent • Department Foreman • Plant Controller

(ILLUSTRATION

Month: March, 19xx

Center:
Variable Factor: KWH Delivered

RESPONSIBILITY PERFORMANCE REPORT

standard budget allowance

function

variance

VARIABLE

FIXED

RATE

AMOUNT

TOTAL

(UNFAVOR.)

actual

OPERATING EXPENSES;

COAL, ELECTRICITY, ETC.
SALARIES & WAGES
EMPLOYEE BENEFITS
EXPENSES & SUPPLIES

$40,000
13,667
416
5,917

$.006
.002
.0001
.0009

$5,700
1,900
95
855

$45,700
15,567
511
6,772

$46,000
15,500
500
6,700

$(300)
67
11
72

$60,000

$.009

$8,550

$68,550

$68,700

$(150)

PERTINENT STATISTICS:

KWH DELIVERED—ACTUAL

950,000

Disposition: Production Superintendent • Department Foreman • Plant Controller

Month: March, 19xx

Center: Production Superintendent

YEAR TO DATE

CURRENT PERIOD

ALLOWANCE

ACTUAL

VARIANCE (Unfavorable)

$ 41,471

$ 43,363

$(1,892)

$230,892

$240,610

$(9,718)

POWER
$ 68,550
MAINTENANCE
FREEZER
ICE & ICING
PRODUCTION
SUPERINTENDENT

$ 68,700

$(150)

$162,720

$168,970

RESPONSIBILITY AREAS

ALLOWANCE

ACTUAL

(illustration
RESPONSIBILITY PERFORMANCE REPORT

VARIANCE (Unfavorable)

OPERATING EXPENSES:
CATTLE KILL
CATTLE CUT
DRESSED BEEF
HOG KILL
HOG CUT
FRESH PORK
SMOKED MEATS
SLICED BACON
SAUSAGE

SERVICE EXPENSES:

PERTINENT STATISTICS:

HEAD KILLED-BEEF
-PORK

____________

_ ________________

$(6,250)

PROFIT PLAN

ACTUAL

6,000
48,000

6,425
49,500

Disposition: Plant Manager • Production Superintendent • Plant Controller
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plications of setting selling prices
within a company’s profit and loss
expenses
: Management Services, Vol. 5, No. 1, January-February 1968 [whole
issue]under varying volume
on direct cost versus absorption
statement.
levels.
cost bases.
The form that a meaningful in
Referring to the plant organiza
come statement might take for a
tion chart in Illustration 14 on
meat packer is shown in Illustration
page 29, performance reports
Responsibility feedback
11 on page 27. This statement is
should be developed for each re
A profit plan, standing alone,
segregated as to variable and fixed
sponsibility area assigned to manu
does not provide management with
expenses to provide an operating
facturing, administrative, and mar
the means of determining how good
margin. Furthermore, the extent of
keting functions.
the plan was or whether it was car
variation from standard costs for
The period selected for measur
ried out. This can be done best by
the production volume actually
ing performance against budget al
using “management control re
processed—for the variable costs—
lowance in the following illustra
ports.” These may be defined
illustrates the dollar effect on re
tions is a month. The variable
comparing planned revenues, costs,
sults of good or poor operations
budget allowance on the perfor
and profits (or profit contributions)
which should be controllable.
mance reports for the cattle kill
for each organizational segment of
Illustration 12 on page 29 shows
and power cost centers have all
the company, limited to the factors
a product fine profitability report;
been “flexed” (adjusted) to reflect
within the control of the respective
similar reports could be prepared
the budget allowance at the actual
supervisor. This is a very different
by location, customer group, or, in
level of activity in the respective
concept from that underlying, first,
somewhat greater detail, to show
department or area. Actual per
the traditional statement of profit
key individual items. The variance
formance, accordingly, will be
and
and, second, the “depart
from plan column very quickly
measured against the standard
mental statement” still prevalent
enables a manager to pinpoint key
budget allowance adjusted to the
in the meat industry. These reports
amounts which have varied sub
level of activity achieved.
do not qualify
management con
stantially from the plan for further
Illustrations 15 and 16 on page
trol reports because they lump in
investigation.
33 show a responsibility report for
a single profit figure the effect
a production as well
a service
performance in all of the different
department. These reports become,
Yield reporting
functions, which are thus being
in effect, the respective foreman’s
measured only in the aggregate.
An example of yield information
report card for the month. Since all
Too, the typical “departmental”
reporting is shown in Illustration
expense elements assigned to the
statement includes much data over
13 on page 29. The report sets
foremen are controllable by them,
forth the variance from standard
which the respective departmental
it becomes their responsibility to
supervisor has little or no control,
yields in terms of percentage,
provide explanations to the plant
such as transfer prices (both in and
weight, and amount. Too often
superintendent for any out-of-line
out), depreciation and other fixed
these yield reports are prepared on
conditions.
a quantitative basis only, which
Moving up the organization, the
costs, and the like.
This discussion should not be in
does not permit a ready determina
plant superintendent receives a re
tion of larger dollar differences—
terpreted to mean that the tradi
port (Illustration 17 on page 33)
the final pinpointing of where man
highlighting those areas in the plant
tional profit and loss and depart
agement action should be directed.
mental statements do not serve a
over which he has the authority to
The type of profit plan that most
purpose. They can be used for gen
direct operations.
companies develop today requires
The administrative departments
eral economic evaluations of de
that the accounting and financial
are also provided with reports sim
partmental results. But they do not
information be
set up that it
tell management, by area of re
ilar to those discussed above. For
specifically spells out how costs and
example, the cost accounting super
sponsibility and controllability,
expenses react to volume. This is
visor’s report is basically the same
whether the profit plan was carried
necessary because a profit plan, in
as that for the plant operating and
out and, if it was not, who was
the true sense of the word, is put
service foremen, with actual results
responsible. This “feedback” is es
ting
down
on
paper
what
the
fi
measured
against the budget al
sential to the profit planning proc
nancial goals of a business should
lowance adjusted for actual con
ess, and all too often it is not read
be. In other words, profit planning
ditions.
ily available to top management.
has to be constructed so that it op
A copy of the cost accounting
The vehicle for this control is the
erates much like a battle plan
supervisor’s report is in turn pro
reporting system, and some of the
where several strategies are devised
vided to his immediate superior,
kinds and forms of reports used
so
that
one
can
respond
quickly
the controller, and the results are
are indicated here. Illustration 10
inserted on the controller’s report
to changing conditions. Thus, it has
on page 27 shows the various types
to be dynamic and flexible, and
for those areas for whose opera
of reports that are necessary to con
flexible budgeting can best control
tions he is responsible. It can be
trol each cost and expense element
34
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facility,
but aSystems,
more exact
method Vol. 5 [1968], No. 1, Art. 8
seen thatManagement
the controller
’s responsi

Services:
A Magazine
of Planning,
and Controls,
is to estimate the actual profits on
bility report, Illustration 18 on
a cumulative basis, year by year,
page 36, shows the performance
until the total equals the gross in
of the cost accounting and other
vestment. The payout period indi
departments within his responsi
cates how soon the investment will
bility.
be recovered, which is particularly
The final responsibility perform
important where there may be a
ance report for the plant and ad
risk that the facility will have a
ministrative functions is that is
short economic life because of early
sued to the plant manager (Illus
obsolescence or for other reasons.
tration 19 on page 36). It provides
However, the method is not a meas
a summary
to how overall oper
ations measured up to previously
ure of profitability, since it usually
does not indicate how much income
developed objectives. When a com
pany clearly establishes individual
will be received after the payout
period; for that reason it does not
authority and responsibility the fol
serve adequately as a basis for
lowing emerges:
comparison with alternative invest
• The vice president of produc
ments with different income-pro
tion at the corporate level can hold
Capital expenditure plans
ducing periods.
the plant manager accountable for
Another way of evaluating pro
the product cost and expenses in
should consist
posed capital additions is the
curred at his plant
of a carefully worked out
straight “return on investment”
• The plant manager in turn can
method. Here, a computation is
hold the plant superintendent and
pattern of
made to determine, on an average
managers of administrative areas
justification
accountable for the performance in
annual basis, the percentage of the
their respective areas of responsi
estimated net income (after taxes)
and authorization .. .
to the average amount invested
bility
A method should also
(one half of the original invest
• These people can in turn hold
the manufacturing and administra
ment). Again, the evaluation does
be devised
not give consideration to the flow
tive department supervisors respon
for informing top manage
of funds during the life of the proj
sible for the performance of the
ect, and it therefore does not per
individual departments.
ment throughout
This chain proceeds on down
mit comparison of the rates of re
the course of construction
the organization lines within the
turn between alternative projects
processing, service, and adminis
having different rates of flow of
about whether
funds and income-producing pe
trative departments.
the capital expenditure
riods.
The third method for determin
project is being carried out
Capital expenditure planning
ing return on investment is the
at the planned total cost.
The profit plan—particularly for
“discounted cash flow” method.
the longer term—would be incom
This method recognizes that a dol
plete without considering carefully
lar earned in the earlier years of
the matter of capital expenditures.
the life of a project is more valu
able than a dollar earned in later
Capital expenditure plans should
years, since earnings generate in
consist of a carefully worked out
come after they are created.
pattern of justification and author
The last-named method, while
ization. Several methods are in use
the most complex, is also the most
in the industry. The simplest is the
realistic, always assuming that ex
“payout” method, which shows the
pected costs of acquiring the fa
time required to recover, through
cilities and of related operating ex
after-tax profits, the gross amount
penses are realistically stated.
of the expenditure. It is determined
method should also be devised
by dividing the gross cost of the
for informing top management
addition by the after-tax profits
throughout the course of construc
(after adding back noncash charges
tion about whether the capital ex
for depreciation). Sometimes the
penditure project is being carried
after-tax profits used are the aver
out at the planned total cost. This
age expected over the life of the
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Center: Controller

Month: March, 19xx
CURRENT PERIOD

RESPONSIBILITY AREAS

ALLOWANCE

ACTUAL

COST ACCOUNTING
DATA PROCESSING
PAYROLL
GENERAL LEDGER
CONTROLLER
LIVESTOCK
ACCOUNTING

$ 1,953

$ 2,281

YEAR TO DATE

VARIANCE (Unfavorable)

$

ALLOWANCE

ACTUAL

VARIANCE (Unfavorable)

(328)

RESPONSIBILITY PERFORMANCE REPORT
(illustration
$10,270

$11,492

$(1,222)

Disposition: Plant Manager • Plant Controller (2)

Center: Plant Manager
RESPONSIBILITY PERFORMANCE REPORT
(ILLUSTRATION 19
RESPONSIBILITY AREAS
OPERATING EXPENSES:

Month: March, 19xx
YEAR TO DATE

CURRENT PERIOD

VARIANCE (Unfavorable)

ALLOWANCE

$230,892

$240,610

$(9,718)

10,270

$ 11,492

$(1,222)

162,720

168,970

(6.250)

$196,721

$201,620

$(4,899)

ALLOWANCE

ACTUAL

VARIANCE (Unfavorable)

SERVICE EXPENSES:
ENGINEERING

CONTROLLER
PLANT MANAGER
PRODUCTION
SUPT.
PROCUREMENT
OCCUPANCY

$

Disposition: Vice-President of Production (Head Office) • Plant Manager • Plant Controller

requires knowing, at predeter
mined intervals in the construction
stage, whether costs incurred to
that point are on target and
whether the corresponding planned

stage of completion has been
reached. With such reports man
agement can avoid unpleasant sur
prises in the form of large unex
pected overruns of costs—or can at
least see them coming.
Finally, one or more post-comple
tion audits should be conducted for
each major capital expenditure.
Managers who initiate capital ex
penditure requests tend to become
more careful in their cost and sav
36
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ings predictions if they know that
these will all be subjected to criti
cal reappraisal.

Conclusion
The procedures outlined in this
paper provide an excellent frame
work within which management
can plan and control the business.
To a large degree the processes de
scribed are directed toward inte
grating fully the accounting re
quirements with the reporting re
quirements, both of which, in turn,
rest on formal integrated profit
planning procedures from which

operating tactics are then devel
oped. However, it should be rec
ognized that many benefits can be
obtained by adopting—on an evo
lutionary basis—certain phases of
these procedures to improve per
formance. For example, a livestock
evaluation program and increased
reporting on yield performance
have proved to be areas where im
mediate benefits can be obtained.
In the final analysis, each com
pany must take a critical look at
its planning and control procedures
for areas susceptible of improve
ments and then develop a sequen
tial program to put them into effect.
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Accountants, who do a good job of

cost control when it comes to pro
duction costs, neglect marketing and

physical

costs

distribution

badly.

Even when they have given atten
tion

to

selling

costs,

have

they

failed to differentiate between the
two branches of marketing cost—ob

taining demand for the product and

servicing that demand. The one
braces

advertising,

direct

selling,

market research; the other ware

housing,

transportation,

inventory

costs, and customer servicing.

STRENGTHENING CONTROL OF
PHYSICAL DISTRIBUTION COSTS
by Ronald J. Lewis
Northern Michigan University

istorically,

accountants and
industrial engineers have con
centrated on production costs. As
result, detailed cost control and
planning are the rule rather than
the exception in production.
The same cannot be said for dis

H

tribution. Despite a growing man
agement emphasis on marketing
aand on physical distribution, these
subjects have been neglected by
accountants, both in theory and in
practice. Accountants have given
some attention to selling costs, but

https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8
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conventional accounting methods
and procedures do not provide ade
quate differentiation of physical
distribution costs, and there is lit
tle evidence that accountants are
making much effort to provide the
information necessary to identify
37
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and isolate these costs
for centralServices,

distribution
costs
could be deter
outside
: Management
Vol. 5, No. 1,
January-February
1968 [whole
issue] consulting firm, were
ized management and control.
mined. In part, at least, this failure
found to show little understanding
This is particularly surprising be
is the result of historical patterns
of the control needs of the distri
cause many of the well known
of
organization.
bution
manager.

problems of distribution cost ac
Some components of physical dis
Table 1 on page 39 presents a
counting do not apply to physical
tribution have been treated sepa
list of accounts showing twelve
distribution. “Distribution costs” as
rately since the nineteenth century.
month actual operating costs as
used in accounting textbooks and
Plant location theory dates back to
recorded in the accounts. These
in most other literature mean mar
such early German writers as von
are the total costs of manufactur
keting costs. Marketing embraces
Thunen and Weber. Transportation
ing, excluding raw materials, for
two basic functions, the obtaining
and warehousing were subjects of
the entire plant operation. The con
of demand for the products or ser
early marketing literature. Longsultants were shocked to learn that
vices of a company and the servic
established organizational patterns
a full three-fourths of these costs
ing of that demand. Costs of ob
provide for separate control
were charged to overhead. Under
taining demand include advertis
these components. Assignment
the existing method of recording
ing, personal selling, merchandis
responsibility has been spread in
the expenses, only $53,390, or 25
ing, sales promotion, and market
varying ways to different levels of
per cent of the total operating
research: Costs of servicing de
management, both vertically and
expense, was charged to direct la
mand include warehousing, trans
bor, and $161,229 (75 per cent)
horizontally. Relationships among
portation, order processing, inven
the components have been ob
was charged to overhead.
tory holding costs, and customer
scured by the established organiza
An interview with the company’s
servicing costs.
tional framework.
physical distribution manager dis
Accounting for distribution costs
Yet physical distribution func
closed that he was unable to con
has been hampered by the difficulty
tions, while divided managerially
trol the expenses under his juris
of determining bases for allocation
and physically, have closely inter
diction since none was assigned
and of developing standards for
related cost implications. These
functionally to his activities. He
cost control and analysis. As many
functions—materials handling, pack
was aware that some of the
accountants have recognized, how
aging, traffic, transportation, in
charges for supplies, indirect la
ever, these problems arise in ac
bor, premium time, and deprecia
ventory control, terminal manage
counting for the demand-obtaining
ment, and warehousing—are more
tion, for example, were assignable
activities, such as direct selling and
closely related as cost centers than
to unloading, handling in process,
advertising, rather than in ac
and other physical distribution ac
production and sales. They connect
counting for the demand-servicing
tivities, but the existing account
the customer to the production
activities. In comparison with sell
line geographically and temporally.
ing system did not provide him
ing activities, physical distribution
with the allocations.
Since World War II there has
activities are relatively easy to
After the accounts were redis
been increasing recognition of the
quantify and to subject to mathe
tributed
functionally,
shown in
uniqueness of physical distribution.
matical analysis. In this respect,
the
second
part
of
Table
1, it was
Physical distribution has emerged
physical distribution activities are
found that $145,209, or 68.1 per
as a distinct, identifiable function
more like production activities than
cent of the total operating ex
requiring an integrated approach
they are like the demand-obtaining
penses, could be charged to manu
and a separate organization. Even
activities of marketing.
facturing and shipping, leaving
where physical distribution has
Yet accountants for the most part
only 31.9 per cent for overhead.
been given organizational recogni
have failed to capitalize on the
The
68.1 per cent was further
tion, however, accounting for it
relative ease with which physical
broken
down into $53,385, or 24.8
has lagged, as the following case
per
cent,
for manufacturing; $51,example illustrates.
751, or 24.6 per cent, for shipping;
$30,277, or 14.1 per cent, for han
Need for control
dling in process; and $9,846, or
RONALD LEWIS, Ph.D.
is acting dean in the
4.6 per cent of the total, for un
The
data
in
this
case
study
were
School of Business of
loading raw materials. The redis
obtained from a Midwestern com
Northern Michigan Uni
versity,
Marquette.
In
tribution is shown in detail in
pany considered progressive in the
the past he was senior
Figure 1 on page 40 and Figure 2
area of distribution. It has an ad
sales representative at
on page 41.
vanced understanding of physical
Burroughs Corporation,
cost analyst at Ford
With these accounts redistributed
distribution, with a separate de
Motor Company, and as
functionally,
the distribution man
partment
to
control
physical
distri
sistant professor at Hartwick College, On
ager was able to identify and con
eonta, New York. He is a member of the
bution functions. Yet the expense
American Accounting Association, the Amer
trol 43.3 per cent of the total oper
allocation practices of its account
ican Economic Association, and the Society
ating expenses
in-plant materials
ing
system,
when
analyzed
by
an
for Advancement of Management.
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movement.
Formerly he
could Aiso

TABLE I
late none of these physical distri
bution costs for managerial control.
A Midwestern Company—Functional Redistribution of Plant Costs
Even after the analysis, 17 per
Actual Operating Statement Prepared for a 12-Month Period
cent of the total plant costs shown
were allocated to miscellaneous
DIRECT LABOR:
Amount
Per Ton
overhead. The consulting firm’s
Mfg. Super
$10,359
.41
analyst agreed that this was too
Mfg. Base
8,343
.43
Mix. & Bag.
12,974
.52
large an amount to remain uniden
Shp. Bulk
4,458
.28
tified and that further investigation
Shp. Bag.
.66
15,150
would probably reveal additional
Mfg. Gran. Base
2.106
.56
physical distribution costs in the
TOTAL:
$53,390
miscellaneous overhead category.

Std.

.29
.34
.49
.26
.49
.58

OVERHEAD EXPENSE:

Criticisms
There is growing demand for
improvement in physical distribu
tion cost accounting. This demand
is coming from the physical distri
bution specialists, not the account
ants. Executives and academicians
in the field of physical distribution,
moving into cost analysis by de
fault, have taken the lead in this
area, urging accountants to give
them the data they need for ade
quate control and meanwhile
trying to design cost accounting
systems of their own.
Examples of pressure from the
distribution side of the organization
are numerous:
H. G. Miller, distribution man
ager of Diamond Crystal Salt Com
pany, charges, “Traditional ac
counting methods tend to hide true
distribution costs, create illusory
savings, and relocate costs rather
than reduce them.”1
Donald W. Drummond, vice
president, Olin Mathieson Chemi
cal Company, complains, “The ac
counting department is generally
working to the advantage of every
one except the marketing depart
ment. Only if this service function
[accounting] can be more fully uti
lized by this department [market
ing] can their full contribution to
profits be realized.”2 In response

1 H. G. Miller, “Accounting for Physical
Distribution,” Transportation and Dis
 1961,
tribution Management, December,
p. 7.
2 Donald W. Drummond, “A Marketing
Yardstick, Transportation and Distribu
tion Management, February, 1962, pp.
13-16.
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45
46
51
55
56
57
58
59
60
85
86
87
89



$ 6,143
20,663
2,950
34,240
5,606
15,940
15,060
19,658
18,194
11,930
4,315
4,171
1,689
12,231
0
0
(11,561)

TOTAL:

$161,229

GRAND TOTAL:

$214,619

Cost Redistribution Functionally

i

MANUFACTURING & SHIPPING:

Unloading
Handling in Process
Shipping
Delivery
Manufacturing
TOTAL:

9,846
30,227
52,849
(1,098)
53,385
$145,209

OVERHEAD EXPENSE:
Custodial
Administrative
Misc. Overhead
TOTAL:

GRAND TOTAL:

to this problem, Mr. Drummond
has devised his own method of ac
counting for physical distribution
costs, designed to pinpoint more
precisely the costs that are the
responsibility of the physical dis
tribution manager and can be con
trolled by him.
In an unpublished doctoral dis
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Supplies
Indirect Labor
Premium Time
Salaries
Off-Duty Comp.
Assoc. Payroll Costs
Depreciation
Taxes & Insurance
Repair Materials
Repair Labor
Electrical Power
Fuel
Defects & Losses
Other Expense
Standard Prorates
Chgs. from Others
Chgs. to Others

$

9,942
22,468
37,000

$ 69,410

$214,619

sertation,3 Richard J. Lewis, assist
ant professor, Michigan State Uni
versity, has pointed out specific
3 Richard J. Lewis, A Business Logistics
Information and Accounting System for
Marketing Analysis (unpublished
toral dissertation), Michigan State Uni
versity, 1964.
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Costs Redistributed
Functionally

Present Cost
Method

Direct
Labor
for
Mfg.
Shipping

Manufacturing
and Shipping
Actually
68.1% of
\
total

Overhead

Overhead
Actually
31.9% of

100%

100%
FIGURE I

accounting deficiencies. Conven
tional methods used in accounting
for distribution costs ignore the
geographical variability of costs,
he asserts; by allocating total costs
among the various activities of
marketing on the basis of standards
or standard costs, rather than
building up the individual charges
at the source of their incurrence,
the accountant fails to allow for
the variability of marketing costs

Published by eGrove, 1968
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that results from locational differ
ences. Instead, Professor Lewis pro
poses geographic cost control units
for the accumulation of costs at
their point of origin.
Other critics support this view.
Speaking of averages such as those
used in applying standard costs to
distribution cost analysis, Edward
W. Smykay, Frank H. Mossman,
and Donald J. Bowersox argue,
“If . . . variations within the aver

age are neglected, then a standard
uniform cost is assessed against all
geographic markets. Neglecting the
variations of spatially separated
markets will mean that no market
is precisely measured as to the pre
cise cost of servicing it.”4
4 Edward W. Smykay, Frank H. Moss
man, and Donald J. Bowersox, Physical
Distribution Management, The Macmil
lan Company, New York, 1961, p. 77.
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Present Reporting Method

Redistributed Functionally

Manufacturing

Manufacturing

and Shipping -

and Shipping -

$ 53,000

$145,000

$ 214,000

$ 214,000
FIGURE 2

Accounting procedures, these
critics contend, are designed to
serve the needs of financial offi
cers, inventory valuation, theSecu
rities and Exchange Commission,
and tax officials, often without re
gard for the needs of important in
ternal control functions. As a re
sult, the customary accounting
treatment of distribution costs does
not provide adequate information
for their control, and physical dis

tribution managers lack the data
they need to make enlightened
decisions.
Actually, as has been indicated
before, physical distribution costs
are not difficult to identify and
analyze.
number of possible sys
tems could be developed; the
model that follows is offered for
the consideration of the accounting
profession as a solution to the prob
lems placed before it by the man
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agers of physical distribution ac
tivities.
According to J. L. Heskett, Rob
ert M. Ivie, and Nicholas A. Glas
kowsky, Jr.,5 the principal prob
lems in cost analysis under the
5
L. Heskett, Robert M. Ivie, and
Nicholas A. Glaskowsky, Jr., Business
Logistics Management of Physical Sup
ply and Distribution, The Ronald Press
ny, New York, 1964, p. 455.
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“total cost” concept are: Management
as follows: Services,
2. Classification
of accounts
without statistical analysis
Vol. 5, No. 1, January-February
1968average
[whole issue]
“1. Separating and identifying
3. Financial statements.
provides only spurious accuracy.
An average
50 may be obtained
logistics costs
The model described here was
designed for a manufacturing
from 40 and 60 or from 5 and 95.
“2. Establishing accounting cost
in the chemical industry. However,
centers that are capable of provid
Where the use of averages is de
sirable in assigning unit costs by
it could be modified to apply
ing the type of information neces
manner of application, e.g. prod
sary for continuing logistics cost
other industries.
uct, customer, a measure of dis
analyses
persion such as the standard devi
“3. Analyzing the results
Allocating costs
ation could be applied to the data.
changes in the performance of a
Thus, wide dispersion might indi
In the unit functional analysis
system after new concepts have
method used in distribution cost
cate that the use of the average
been implemented.”
would result in inappropriate allo
accounting the expenses are orig
These are the principal problems
inally accumulated in the natural
cations.
of which distribution executives
Another major deficiency in dis
accounts, e.g. auto expense, com
complain. They want an account
tribution cost methods as now ap
missions, etc., and then assigned to
ing system that permits complete
plied is the assumption of inde
control of distribution costs and
functions (activities),
selling
pendent causation for each of the
provides for comparisons among
expense. Then a unit rate for each
segments analyzed, e.g., product,
various years’ performances and
function is developed in terms
customer, order size, and territory.
among installations of similar type.
the function’s factor of variability,
The segments are analyzed inde
An accounting system for physi
and the total expense is allocated
pendently; that is, inferior cus
cal distribution costs must incor
by manner of application,
prod
tomers are isolated, then inferior
porate characteristics that will over
uct, customer, territory. This proc
products are isolated. There is no
come these obstacles, yet it must re
ess of cost analysis is followed to
attempt to assess the interdepen
main simple and operable. It must
identify profitable or unprofitable
dence of these four segments. For
start at the point of separating and
customers, products, sizes of or
example, customer A may be found
identifying physical distribution
ders, or territories.
unprofitable when total costs are
costs; this is where the most im
The bases for allocating these
allocated by customer alone. But
portant changes must be adopted.
expenses by manner of application
customer A may order in large
Traditional accounting procedures
(segments) are often arbitrary.
sizes, may order only the most
would be affected mainly in three
That is, the basis may not be repre
different areas:
sentative of the factor of variabil
profitable product lines, and may
1. Bases and methods of allocat
ity. Furthermore, the unit rate is
be located in a low-cost territory.
ing costs
in effect an average. The use of an
These four segments are inter

Cost analysis in distribution must
consider each segment of cost and
profit in relation to the others. For

instance, Customer A

Order

Size C in Territory C may very well

be unprofitable whereas the same
customer, if he were

buying the

same product in Order Size D in
Territory B, would represent a profit

able account.

Published by eGrove, 1968
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related and should be considered
Present Financial Statement Method
concomitantly for the cost analysis
to be fruitful. The objective would
Net Sales
be to show something like this:
Cost of Goods Sold
Customer buying product A with
Manufacturing Profit
order size C in territory C would
Operating Expenses:
be unprofitable whereas customer
$ and Administrative
General
A buying product A with order
Selling Expenses
size D in territory B would be
Research and Development
profitable.
Advertising and Sales Promotion
Professor Richard Lewis has ex
Other Income and Deductions
perimented with a system that at
State Taxes
tempts to solve some of the prob
Pre-Tax Profit
$
lems inherent in current physical
distribution cost analysis methods.
His system would obviate the ar
Reprinted, with permission, from Transportation
and Distribution Management, Copyright 1962.
bitrary bases for allocation and the
averaging techniques. It would ac
TABLE 2
cumulate costs at homogeneous
geographical cost centers identified
by customer, product, etc., at the
fying accounts. The bases for allo
8. Transportation equipment cost
source of incurrence. Homogenous
—net rental on shipper-owned or
cating charges to the functional ac
geographical grid blocks are coded
counts in servicing demand are
leased equipment (such as tank
for the entire United States. These
more precise than in the marketing
cars, barges, ships) plus cleaning
control unit members are reported
and maintenance
area of obtaining demand. Profes
on the various marketing records,
sor Lewis’ system is designed pri
B. Accounts controlled by the dis
such as the sales orders, showing
marily to control geographical vari
tribution and traffic department:
the location numbers for the or
ability. Within the production and
1. Terminal and warehousing
igins and destinations of shipments.
expenses
outside the plant. (This
warehousing
facilities
there
are
The control unit location number
logistics
activities
with
no
geo
includes
the
analogue of accounts
for each manufacturing point, dis
1-7
in
above.)
graphical
variability.
The
m
ain
tribution point, and customer must
problem in this area is that many
2. Freight — plant to customer
be determined.
accounts
which
reflect
logistics
ac
(or
terminal) and terminal to cus
Electronic data processing equip
tivities
are
charged
to
production
tomer.
(This includes miscellaneous
ment makes possible a continuous
charges
such as demurrage, pump
(
or
cost
of
sales
)
accounts.
flow of information from the coded
and
fine
costs for tank trucks and
The
model
set
of
physical
dis
documents. If Professor Lewis’ sys
barges,
tolls,
insurance, and others.)
tribution
accounts
that
follows
tem were incorporated into an ac
represents
a
system
that
is
already
3.
Administration
of distribution
counting system, it would provide
function.
in the process of being imple
the cost centers for accumulating
To complete the system the phys
mented. It is not merely hypotheti
the geographically variable physi
ical distribution manager would re
cal or a theoretical ideal; it is soon
cal distribution costs. Identification
quire the following:
to become a reality.
of the customer, the product he
1. Customer-absorbed freight
The following accounts will be
buys, the size of his order, and the
2. Supplemental information of
assigned to physical distribution
geographical control unit could all
the same type on inbound pur
control:
be interrelated with this system.
chases (vendor-absorbed and ven
A. Now assigned to production de
So far this system has been ap
dee-absorbed) along with such in
partment control:
plied only to geographically vari
formation
origin, commodity,
1. Packaging labor
able logistics costs, such as freight
tonnage, type shipment, etc., for a
2. Packaging material
and pipeline inventory, but it has
complete inbound analysis.
3. Material handling equipment
additional application in distribu
depreciation (or rent) and main
tion cost accounting.
tenance
Financial statements
4. Handling labor
Some distribution managers do
5. Warehouse space cost (de
Classification of
not
see any need to alter the
preciation, maintenance, taxes)
The second accounting practice
formal
financial statements. They
6. Taxes and insurance on in
feel that the information they re
that requires modification to satisfy
ventories
quire can be obtained from sup
7. Order handling costs at the
the needs of distribution executives
plementary reports. Others feel
is the traditional method of classiplant
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present
financial state
sold issue]
are actually physical distribu
ments are misleading by reporting
tion or promotional costs. He men
in such a way that some physical
tions shipping, warehousing, tank
distribution costs are assigned to
car rentals, and bad debts as ex
production and cost of goods sold.
amples.
In a model system of accounting
This proposed method starts with

for physical distribution costs two
gross sales, which he defines as the
changes would be made in the in
maximum revenue that could be
come statement:
realized for the product (see Table
1. Freight should be shown as
3). From this figure the cost of
an expense rather than netted
goods sold is subtracted, but this
against gross sales. This would
is not the conventional cost of
A model accounting system
eliminate the possibility that net
goods sold. All elements of phys
for physical distribution
sales will increase or decrease be
ical distribution or other market
would be the present

cause
of a change in the logistics
ing activities have been eliminated
accounting system with these
system.
that only true production costs
recommended modifications:
2. The accounts isted in
remain. The result is called manu
above, normally charged to produc
facturing profit. From this figure
General modifications
tion, would become distribution
operating expenses excluding those
expenses,
thus
changing
the
face
considered sales-controllable are
1. Refinements in
of
the
income
statement.
deducted;
state taxes and other
selecting bases for functional
An
example
of
this
modification
income
and
deductions are sub
cost allocation.
is given by Donald W. Drummond.6
tracted (or added); and the result
2. Analysis of present
The purpose of his proposal is to
is termed “profit before selling.”
plant overhead charges to
disclose some of the costs of mar
The purpose is to show the true
isolate functionally costs of
keting obscured by conventional
diminution of the revenue obtained
either production or
accounting procedures. His anal
by the segment (e.g. product) un
physical distribution that
ysis, confined to a single product
der observation that is attributable
may be buried.
or a small group of products, con
to costs controllable by the execu
3. Application of sophis
tains all relevant marketing cost
tives assigned the responsibility.
ticated statistical tests to
elements. He compares the present
Those items that follow “profit be
averages used in allocating
method of presenting income state
fore selling” in Table 2 should be
costs.
ment information (in Table 2 on
controllable by a marketing execu
page 43) with his suggested new
tive, such
a sales manager or a
Specific innovations
method (in Table 3 on page 45).
physical distribution manager.
In summary, a model accounting
1. Collecting cost infor
system
for physical distribution
mation for geographically
Proposed new method
would be the present accounting
variable costs, such as
The present method starts with
system with these recommended
freight and pipeline
net
sales and subtracts costs of
modifications:
inventory time.
goods sold to show gross profit.
A. General Recommendations
2. Revision of present
Operating expenses, other income
1. Refinements in selecting bases
account classifications to
and deductions, and state taxes are
for functional cost allocation where
remove physical distribution
accounted for to obtain earnings
necessary
accounts from the produc
before income tax. Mr. Drummond
2. Analysis of present plant over
tion accounts.
argues that if the calculation be
head charges to isolate functionally
3. Revision of the income
gins with net sales, as in Table 2,
costs of either production or physi
statement to reflect the
many significant cost elements
cal distribution that may be buried
above refinements.
relevant to the total cost analysis of
there
the various marketing segments
3. Application of more sophis
may be overlooked. Examples given
ticated statistical tests to averages
are deductions for freight equali
used in allocating costs, where ap
zation or allowances, price allow
propriate
ances, and sales commissions.
B. Specific Innovations
Mr. Drummond further points
1. Implementation of Professor
out that some of the costs conven
Lewis
’ system of collecting cost
tionally charged to cost of goods
information for the geographically
variable costs, such as freight and
pipeline inventory time
6 Drummond, op. cit.
Published by eGrove, 1968
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Drummond—New Method

Gross Sales
Cost of Goods Sold:
Row Materials
Operating Expenses
Plant Overhead

$

Manufacturing Profit

Operating Expenses Excluding Sales Controllable
General and Administrative
Research and Development

Other Income and Deductions
State Taxes

$

Profit Before Selling

Sales Controllable

Shipping
Freight Equalization or Allowance
Sales Commission
Price Allowances
Cash Discounts
Tank Car Rentals
Warehousing
Direct
Costs
Sales Administration
Advertising and Sales Promotion
Bad Debts

Does the recognition of

physical distribution as a

unique marketing concept by

Pre-Tax Profit

marketing executives and
Reprinted, with permission, from Transportation
and Distribution Management, Copyright 1962.

i

academicians demand a cor

responding response from

accounting executives and
2. Revision of present account
classifications to remove physical
distribution activities from the pro
duction accounts
3. Revision of the income state
ment to reflect the above refine
ments,
freight.

Research study
There is great need for additional
research in the area of accounting
for physical distribution costs. An
exploratory research study con
ducted by the author7 showed
clearly both the dissatisfaction of
the distribution managers and the
relative indifference of the ac
countants.
Several questions were raised in
the study regarding the physical
7 Ronald J. Lewis, Accounting Conse
quences of Physical Distribution System
unpublished doctoral disserta
tion, Michigan State University, 1965.

distribution concept and its impli
cations for the accounting profes
sion. Two of these questions and
the conclusions drawn in the re
search study from responses to
these questions are discussed here.
1. Does the recognition of phys
ical distribution as an unique mar
keting concept by marketing ex
ecutives and academicians demand
a corresponding response from ac
counting executives and academi
cians?
Yes, say the physical distribution
managers. In order to solve the
problems that many distribution
managers are encountering as a
result of traditional accounting
practices, accountants must recog
nize and understand the marketing
concept of physical distribution and
its accounting consequences. Evi
dence presented in this research
study indicates that serious ob
stacles to the correct decision mak
ing interpretation of cost informa-
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Yes, say the physical dis

tribution managers.
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issue]marketing personnel to
become aware of their problems.
Academic accountants are not os
tensibly concerned with this mar
keting problem. This observation is
based on the almost complete ab
sence of literature in accounting
journals dealing specifically with
the physical distribution concept.
The accounting profession at all
levels has failed to emphasize or
even in some cases to recognize
this
problem area for the distribu
Apparently, the distribution manager's complaints have not yet fully registered
tion
manager. Understandably the
with top management. When they
accountants will probably find a solution.
accounting profession cannot shift
emphasis at the command of each
functional area of the business
firm. Such decisions are made only
tion are embodied in existing ac
evidence of such awareness, despite
at the top management level. Ap
counting procedures and practices.
some contrary evidence in pub
parently the distribution manager’s
Failure to make the classification
lished literature. One of the com
message has not yet been effec
of accounts coincide with cost con
panies from which data were re
tively communicated to top man
trol centers may lead to mislead
ceived for this study complained
agement. When this is done the
ing managerial interpretations.
that accounting management was
accounting profession may respond
Also, the preponderant lumping
not cognizant of the needs of the
with a solution.
physical distribution charges to
distribution manager; this com
It may be concluded that the
overhead at the plant level pro
plaint was based on the inadequacy
accountant not only lacks famili
vides insufficient information for
of intracompany communications.
arity with the relatively new phys
total cost control.
Another company also reported
ical distribution concept but also
Where the correction of these
that the accounting department did
faces demands from many special
deficiencies is feasible and does not
not provide satisfactory information
ized areas: tax, auditing, financial,
result in serious loss of compar
to the managers of physical dis
legal reporting, manufacturing,
ability and consistency, it behooves
tribution activities.
•
product costing, administrative
the accountant to respond to the
Preliminary observations indi
budgeting. Distribution costing to
cate that few public accounting
demand of the physical distribu
the accountant is just another spe
firms are aware of any problems in
tionists. Accounting serves the
cialized area—and one that is not
the area of physical distribution.
needs of the whole company as
making as pressing demands as tax
Among six local offices
well
well as the interests of stockhold
and financial accounting.
known public accounting firms
ers and others outside the internal
Distribution managers themselves
contacted for the study, only one
structure of the company. The in
are at least partly to blame. All
could produce or even acknowledge
formational demands of these
too often they are not able to tell
the existence of a change in a phys
groups must be balanced. This re
the accountants just what it is that
ical distribution activity that re
quires considerable discretion on
they want; they only know that
sulted in a change in accounting
the part of accounting manage
they are not happy with the ac
procedures or that required atten
ment. It would appear that ac
counting data that come to them.
tion by the public accounting firm.
counting executives and academi
Or they are not willing to accept
Yet this kind of a change in dis
cians can improve this balance by
the
burden of working with the
tribution systems frequently oc
a response to the requests of the
detailed
data necessary to produce
curs.8 It can be deduced from this
physical distribution people.
useful
control
information.
evidence that the public account
Accounting, already attempting
ants are not aware of the concept.
CPAs lack awareness
to satisfy many masters, is reluc
Perhaps they are too occupied with
tant to reshuffle the accounts with
other demands to acknowledge it,
2. Is there an awareness by the
out considerable persuasive evi
or perhaps they have too little con
firm’s accounting management,
dence that it is necessary. The phys
public accounting firms, and aca
8 See Arthur Andersen & Co., Operations
ical distributionists must first per
demic accountants of the informa
Research in the Firm, February, 1961,
tional needs of the executives re
suade top management of their
pp. II-7, II-14, II-23, and II-32, for ex
sponsible for physical distribution
need for better cost control. Then
amples of physical distribution changes
activities?
the accountants will be only too
that engaged the attention of certified
This research study found little
happy to make adjustments.
public accountants.
Published
by eGrove, 1968
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Banking, which has become so progressive in so
many ways, still lags behind in planning its own ac
tivities, the author says. He outlines a simple series
of schedules that will help a bank see just what
true profit picture is at all times —

IMPROVING THE BANK PROFIT PICTURE
Edwin T. Boyle

of discussion, both
written and oral, about man
agement services, certain key
phrases stand out. Management
by

exception is one. Investment anal
ysis is another. Flow of funds is a
third.
Such phrases—and their even
more esoteric companion catch
words—perhaps frighten away more
people than they intrigue. Yet
if we were to translate many of
them into the everyday language
of business, into dollars and cents
of profit or loss, item by item, we
n the whirl

I

would find them much easier to
deal with, and much more con
vincing to the average client.
Furthermore, we would be deal
ing with an area where we—certi
fied public accountants—can create
systems that make sense for man
agement purposes, not in terms of
vague abstractions but in terms of
the hardest of hard realities—dol
lars and cents.
Business in general places much
reliance upon the conventional in
come and expense statements be
cause these statements report fac
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tually the financial results of oper
ations for a specific period of time.
Because of their consistency, they
permit us to compare current re
sults with prior results, and,
through analysis of the exceptions,
to forecast what future results
probably will be.

Essential lacking
Yet these statements, useful as
they are, nevertheless do not show
us the cause and effect relation
ships that exist in a business. They
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issue] through reinvestment
showVol.
us 5,merely
the results of past
rise steeply
actions—they do not identify the
of old funds and other periods
different mixes that exist in a busi
when they’ll just as certainly drop.
ness.
We have designed a system for
Computer simplifies breakdown
medium-sized commercial banks
It’s relatively easy these days for
for the purpose of getting behind
a bank, working from figures it al
the figures as they appear in con
ready has, to achieve such a dis
ventional accounting reports. Most
tinction between profits from old
banks traditionally gauge their rel
funds and new. Most banks either
ative success largely by their peri
have their own computers or deal
odic profit and loss statements. Yet
with a central organization furnish
as one works with a bank, it be
ing computer services. Through the
comes apparent that the traditional
medium of the computer they have
profit and loss statement leaves out
the opportunity to obtain all neces
the very important factor of “mix”
sary data as a by-product of their
as it relates to a bank. And since
regular accounting system.
there are many mixes that exist in
And such data will assist bank
banking (although they are not
management materially in planning
clearly identifiable as in industry),
a bank’s future course of action.
it is important that they be ana
We are all familiar with the com
lyzed.
puter’s capacity to handle large
One important mix has to do
To clarify the point, if
volumes of data such as those re
with earnings which result from
quired in demand deposit account
the re-employment of old funds,
a bank had $30,000,000
ing
or savings account transactions.
as contrasted with earnings result
But
few of us have yet begun to
invested in mortgages at 5½
ing from the deposit growth of the
use
the
computer as a management
bank. And unless these sources of
per cent and these mortgages
tool,
as
a means of evaluating how
revenue are separated, manage
well
we
have employed the bank’s
ment decisions may suffer.
were renewed at 6 per cent,
resources
and how effectively we
To clarify the point, if a bank
have
put
to work the high-cost
the bank’ annual income
had $30,000,000 invested in mort
money that we have obtained
gages at 5½ per cent and these
would increase $150,000 —
through our savings accounts. By
mortgages were renewed at 6 per
the same token the computer can
cent,
the
bank
’
s
annual
income
without one penny of
be used to compare our bank’s cur
would increase $150,000 — without
deposit growth required.
rent income picture with that of
one penny of deposit growth re
other banks of the same size, in
quired. This $150,000 increase in
an environment comparable not
annual income could completely
only as far asset structure is con
conceal losses incurred in employ
cerned but types of income as well.
ing the new deposit resources of
And we can devise computer pro
the bank because of the high cost
grams to achieve all these results
of the deposit growth.
so that constant updating of all
A bank exists in a universe of
figures is accomplished with little
which it is a very small part; it is
controlled by outside factors as
difficulty.
well as by its own internal manage
Let’s set up hypothetical sched
ment. To the degree that man
ules and see how such a computer
program can produce figures mean
agement can be made aware of
ingful as a management guide.
the influence of these outside fac
tors, and can react to them, it will
These schedules are based upon a
be that much more efficient as a
series of reports that we have de
management group. The improve
signed for our bank clients. We
ment in earnings that results from
work out the figures on our own
computer, but any bank with its
the re-employment of old funds is,
to some extent, based on the money
own machine could do precisely
market and is largely outside an
the same thing.
individual bank’s control. There
We prepare five schedules for
are periods in which profits will
the client which in effect put bank
Published by eGrove, 1968
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Schedule 2
ABC BANK
Average Earnings Report—April 19-

Acct.
No.
XXX

XXX

XXX

XXX

XXX

Account Description

January

February

March

19-

19-

19-

April
19-

Year to

Date

U.S. Govt. Obligations

Income

xxxx

XXXX

XXXX

XXXX

XXXX

Average Balance

xxxx

xxxx

xxxx

xxxx

xxxx

Average Yield

xxxx

xxxx

xxxx

xxxx

xxxx

Income

xxxx

xxxx

xxxx

xxxx

xxxx

Average Balance

xxxx

xxxx

xxxx

xxxx

xxxx

Average Yield

xxxx

xxxx

xxxx

xxxx

xxxx

Federal Agencies and Corps.

State, County, Municipal, and Pub. Hous.

Income

XXXX

xxxx

xxxx

xxxx

xxxx

Average Balance

xxxx

xxxx

xxxx

xxxx

xxxx

Average Yield

xxxx

xxxx

xxxx

xxxx

xxxx

Converted Average Yield

xxxx

xxxx

xxxx

xxxx

xxxx

Bills Discounted

Income

xxxx

xxxx

xxxx

xxxx

xxxx

Average Balance

xxxx

xxxx

xxxx

xxxx

xxxx

Average Yield

xxxx

xxxx

xxxx

xxxx

xxxx

Demand Loans—Secured and Unsecured

Income

xxxx

xxxx

xxxx

xxxx

xxxx

Average Balance

xxxx

xxxx

xxxx

xxxx

xxxx

Average Yield

xxxx

xxxx

xxxx

xxxx

xxxx

Income
Average Balances

xxxx

xxxx

xxxx

xxxx

xxxx

xxxx

xxxx

xxxx

xxxx

xxxx

Average Yield

xxxx

xxxx

xxxx

xxxx

xxxx

Total:

operations under a magnifying
glass, reveal the breakdown be
tween bank uses of old money —
money which it had in its avail
able funds at the start of any
period—and new money, money
gained from increases in demand,
savings, and time deposits during
the period.
The schedules also show very
clearly how a client bank has han
dled its operations during the pe
riod in comparison with other
banks of similar size in the Fed
eral Reserve System.
To achieve all this, our very first
schedule departs from customary
banking practice. It is an Average
Balances Report: A bank’s finan
cial statement is usually based on
monthly closing dates. This is use
ful for comparison of current over
all financial status with previous
periods, but it’s not good enough
to evaluate the interactions of the

various earning asset accounts.
Neither does it provide us with a
sound enough basis for good audit
control of income, for earnings de
pend on average balances rather
than pointed closing date balances.
So our first schedule for a bank
shows both the monthly closing
date balances for each of a bank’s
earning accounts and the daily
average balances throughout the
month as well. It is the latter figure
that is significant in learning what
our earnings have been on a net
yield basis. (Friday totals are du
plicated for Saturdays and Sun
days, when there are no transac
tions but interest-earning accounts
go right on accumulating interest;
this gives an accurate set of figures
for the entire month when an aver
age daily balance is calculated.)
The column to the extreme right
on this schedule (not shown here)
shows the cumulative average for

https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8
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the year to date. In addition to the
earning assets, we show also the
closing and average balances for
the different classifications of de
positors’ funds—demand accounts,
deposit accounts, certificates of de
posit, etc. The average balance
makes it possible for us to measure
the cost of depositors’ money em
ployed. The closing date balances
coincide with the regular financial
reports.
With little difficulty we could
prepare an average balance sheet
EDWIN T. BOYLE, CPA,
is a private practitioner

in Hackensack, New Jer

sey. Mr. Boyle serves on
Council and on the com
puter

and

computer

users committees of the
American

Institute

of

CPAs. He is a past pres
ident of the New Jersey
State Society of CPAs. Mr. Boyle is a mem
ber of the

board

of directors,

Hackensack

Trust Company.
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We can determine how well the new resources resulting from increases in .. .

Schedule 3
ABC BANK
Earning Asset Accounts—August 19—

Activity

Balance at Beginning

Principal
Amount

Asset Classification

Additions During Month

%
Yield

Annual
Income
Index

5.00
5.25
5.50
5.75
6.00
6.50
7.00

2,340
15,041
197,337
138,976
125,566
38,004
15,112

Principal
Amount

%
Yield

Annual
Income
Index

Loans:

@ 5%
5¼%
5½%
5%%
6%
6½%
7%

$

46,800
286,500
3,587,962
2,416,982
2,092,782
584,680
215,892

9,231,598

Aver. 5.77*

$

2,000
—0

5.00
—

—

246,000
946,000
1,114,000
88,000
28,000

5.50
575
6.00
6.50
7.00

13,530
54,395
66,840
5,720
1,960

532,376

2,424,000

23,800
27,720
124,520
30,387
28,356
13,972

46,000
114,000
414,000
532,000
376,000
20,000

Aver. 5.88*

142,545

Bills Discounted:

@ 5%
5¼%
5½%
5¾%
6%
6½%

Total—Above Earning Assets

476,000
528,000
2,264,000
528,472
472,600
214,965

5.00
5.25
5.50
5.75
6.00
6.50

5.00
5.25
5.50
5.75
6.00
6.50

2,300
5,985
22,770
30,590
22,560
1,300

4,484,037

Aver. 5.55*

248,755

1,502,000

Aver. 5.69*

85,505

$13,715,635

Aver. 5.70*

$781,131

$3,926,000

Aver. 5.81*

$228,050

Historical Summary
(1) Principal Sums Invested
January 19—
February
—
August 19
Current Month

Total
(2) Average Yield—Above Assets
January
—
February
—
August 19
Current Month

Total
(3) Annual Income Index:
January 19—
February 19—
August 19—

Total

i

$14,168,238
13,713,238
13,715,635
14,168,238

$2,060,000
2,902,813
3,926,000

xxxxxx

5.68
5.68
5.70

5.62
5.68
5.81

5.68

xxxx

$804,066
779,501
781,131

$115,772
164,880
228,050

$804,066

xxxxx

Note: The starred percentage is a weighted average computed by dividing the Annual Income Index by the Principal Sum Invested.

from the figures produced under
the computerized system.

Average earnings report
Schedule 2 on page 49 relates
the average balances of the differ
ent earning asset accounts, as they
Published by eGrove, 1968
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were developed in Schedule 1, to
the income reported in the bank’s
operating statements for the same
asset categories. The yield is shown
on the third line for each month
and also the cumulative average to
date. Any fluctuations in yield are
analyzed, so that a high degree of

audit control is exercised. It will
be noted that the yield on tax-free
government securities has been
converted to the equivalent of a
before-tax yield.
Schedule 2 indicates the actual
yield on the various asset accounts
and is based upon the factual mix
Management Services
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... interest-bearing deposit accounts have been invested and whether it all makes sense.

Balance at End

Reductions During Month

Principal
Amount

$

24,000
182,000
918,000
816,000
366,000
92,000
14,000

2,412,000

%
Yield

Annual
Income
Index

5.00
5.25
5.50
5.75
6.00
6.50
7.00

Aver. 5.68*

5.00
5.25
5.50
5.75
6.00
6.50

254,000
228,000
665,000
386,000
104,000
88,627

Principal
Amount

%
Yield

1,200
9,555
50,490
46,920
21,960
5,980
980

24,800
104,500
2,915,962
2,546,982
2,840,782
580,680
229,892

5.00
5.25
5.50
5.75
6.00
6.50
7.00

137,085

9,243,598

12,700
11,970
36,575
22,195
6,240
5,760

268,000
414,000
2,013,000
674,472
744,600
146,338

Aver. 5.82*

5.00
5.25
5.50
5.75
6.00
6.50

Annual
Income
Index

$

1,240
5,486
160,377
146,451
170,446
37,744
16,092

537,836

13,400
21,735
110,715
38,782

44,676
9,512

1,725,627

Aver. 5.53*

95,440

4.260,410

Aver. 5.61*

238,820

$4,137,627

Aver. 5.62*

$232,525

$13,504,008

Aver. 5.75*

$776,656

$2,515,000
2,867,416
4,137,627

$13,713,238
13,748,635
13,504,008

xxxxxx

13,504,008

5.58
5.66
5.62

5.68
5.69
5.75

xxxx

5.75

$140,337
162,296
232,525

$779,501
782,085
776,656

xxxxx

$776,656

new money is being invested as
that exists in each one of these
contrasted with the yield that ex
accounts. Inasmuch
one of the
isted on the money being paid off.
objectives of our analysis will be
We then can determine how well
to determine how effectively we
the new resources resulting partly
are employing growth resources of
from increases in the savings ac
the bank, it becomes necessary to
counts and other interest-bearing
get behind the average yield. It is
deposit accounts have been in
important to see the yield at which
https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8
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$

vested and whether or not it all
makes sense.

Activity in earning asset accounts
Schedule 3 on page 50 analyzes
the activity in each earning asset
account and shows the amount of
54
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Schedule 4

ABC BANK
Changes

Average Employment of Funds

August 19—
vs July 19—
Net Changes in Annual
Income Projection

Current Period

Average Balances

Average
Yield

July
19-

August
19-

$25,567,605
1,204,619

$24,952,619
1,102,567

$614,986
102,052

11,045,617

10,204,617

841,000

8,284,116
20,516,020
9,247,654
4,476,514

9,434,357
20,856,482
9,467,918
4,678,542

$1,150,241
340,462
220,264
202,028

6.00
5.62
5.88
5.69

$ 69,014
19,133

1,246,518

1,476,517

229,999

3.68

8,463

4,854,819
2,406,518
150,000
1,800,000

4,854,819
2,406,518
150,000
1,800,000

$90,800,000

$91,384,956

Increases

Decreases

Increases

Decreases

Flow of Funds From:

State, Municipal and Public
Securities Under R/P Agreement
Instalment Loans—
Dealer Wholesale

7.32%

4.02

$45,016
4,102

7.90

66,439

Flow of Funds To:
Demand Loans
Mortgages Net
Time Loans
Bills Discounted

Other Bonds and Stocks

11,495

No Changes During Period:
U. S. Gov't. Obligations
Federal Agencies
Federal Reserve Bank Stock
Brokers Loans

Totals

—
—
—

—
—
—

2,142,994

—

1,558,038

121,056

1,558,038 _

Net Increase, Decrease

money invested at each rate of in
terest at the beginning of the
month; the amount of new loans or
new investments made during the
month, again classified by rate of
return; the amount of reductions in
assets as a result of pay-offs and re
demptions during the month; and
the balances at the end of the
month, showing principal sums out
standing and the rate at which in
vested. From this statement, we are
able to compare the amount of
money being paid off during the
month with the amount reinvested
during the month; the average yield
on the investment of new funds as
contrasted with the average yield
on the funds paid off during the
month; and the carry forward
amount of principal invested at the
different yields and also the aver
age rate of return. Increases and
decreases of income that may have
resulted from fluctuations in the
money market become apparent.
Published by eGrove, 1968
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584,956

The rate at which new money is
being invested has special signi
ficance when compared with the
cost of new money on deposit.
At the bottom of Schedule 3,
we are able to summarize past ac
tivity and show trends that are
taking place in the three com
ponents of the study: the principal
account, the net yields, and the
annual income index. For example,
in the schedule shown, $14,168,238
was invested on January 1st, and
this figure has declined to $13,504,008 at the end of the period; the
monthly comparison of money rein
vested as compared to reductions
in money outstanding is also
shown—to show whether the rein
vestments are keeping pace with
the reductions.
The average yield on the assets
under study was 5.68 per cent on
January 1st and has increased to
an average yield of 5.75 per cent
on money currently outstanding—

115,557

115,557

$

5,499

but, equally important, the varia
tions that have taken place each
month are shown. During August,
new loans and bills yielded 5.81
per cent
compared to 5.62 per
cent average yield on money paid
off.
The annual income index on
January 1st was $804,066 and this
figure has decreased to $776,656.
During the month of August, how
ever, new investments almost main
tained the income lost through re
ductions; that is, income generated
was $228,050 on an annual basis
as compared to $232,525 annual re
duction in income
a result of
the redemptions that occurred dur
ing the month.

New funds costs, earnings
Schedule
on this page places
under the magnifying glass a dif
ferent perspective of a bank’s op
eration, that is,
indicated earlier,

Management Services
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Schedule 4

Page 2
ABC BANK

Changes in Average Deposits

August 19—
vs July 19—

Average Balances

July
19-

Current Period

August
19-

Decreases

Average
Cost of
Deposits

Average
Cost of
Increases

Savings on
Decreases

Savings Accounts:

Regular
Dormant
School

Christmas Club

$170,226

$43,956,719
462,892
48,918

$44,126,945
448,916
44,815

654,916

726,854

71,938

350,000
400,000
2,000,000
6,618,518
5,418,942

350,000
400,000
2,104,689
6,418,840
5,815,780

—
—
104,689

38,818,946

38,914,518

$98,729,851

$99,351,357

)
13,976)
4,103)

$4.02

6,116

-0-

—

4,711

396,838

199,678
—

-05.00
4.50
5.00
5.00

19,841

95,572

—

-0-

—

—

Time Deposits:
Trust Funds—Time Open
Time Deposits—Open
Time—C of Ds
Savings Certificates
Other Savings Accounts
Demand Deposits—(Net of "Due
from Banks" and "Items in
Process of Collection")

Total

839,263

—
—
—

217,757

217,757

$621,506

Net Increase, Decrease

August

Summary
Increase or (Decrease) in annual
projection based upon
Changes in the employment of
funds during period

Additional (Cost) or Savings
based upon changes in
money on deposit
during period
Net Gain or (Loss)—Estimated—
on an Annual Basis

30,668

9,983

9,983

$20,685

—vs July 19—

5,499

(20,685)

$(15,186)

ing from the bank’s growth from
how well the bank is employing
the increased or decreased earnings
the new deposit funds as compared
resulting from the re-employment
to the cost of these new funds.
of old funds.
It must be remembered, as stated

In order to accomplish this,
earlier, that a bank’s income may
Schedule 4 compares average bal
be increased or decreased as a re
ances for the current month with
sult of increases and decreases in
average
balances of the prior
the money market itself, without
month. Any average balance that
any overall increase in the prin
decreased during the current month
cipal sum of the bank’s invest
as contrasted with the prior month
ments. There are times when this
represents
a “flow of funds from”;
results in increased income to the
any
average
balance that increased
bank, and there are times when
during
the
current month repre
the money market fluctuations cause
sents
a
“
flow
of funds to.” The ac
decreases in the bank’s revenue.
counts in which average balances
It thereby becomes important that
remain the same are shown in the
we separate the new income result
https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8
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$

$9,983

last section of this statement. By ap
plying to the increases the amount
at which current funds are being
invested, we are able to determine
the amount of money that these
new funds will earn for the bank
on an annual basis; any decreases
represent losses of income as com
pared to prior periods. On page 2
of Schedule 4 (this page), we
show the cost of the new money.
It is significant to note that a
bank’s earnings may increase
a
result of the re-employment of old
funds and that this increase may
completely conceal losses that are
incurred as a result of the employ56
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Schedule 4 shows clearly the profile of the bank’s growth, where the new ...

Schedule 5
ABC BANK

Comparison of ABC Earning Assets and Deposit Accounts with Averages
of Other Member Banks in Federal Reserve District

ABC Bank

Asset Classification

Other Banks

% of Assets
Listed
Herein

Average
%

Amount
Applied to
ABC Bank

4,854,819
2,406,518
24,952,619

4.6
2.3
23.5

13.5
1.2
14.9

$ 14,310,000
1,272,000
15,794,000

150,000
1,476,517

0.1

0.1
0.3

106,000
318,000

33,840,473

31.9

30.0

31,800,000

24,683,384

23.3

21.7

23,002,000

1,800,000
10,204,617

1.7
9.6

0.8
10.2

848,000
10,812,000

36,688,001

34.6

32.7

34,662,000

8,204,618
11,416,290
1,235,574

7.7

10.9
6.8
6.3

11,554,000
7,208,000
6,678,000

Average
Balances
August 19-

Securities:
U.S. Government Obligations
Federal Agencies and Corps.
State, County and Public
Other Securities:
Federal Reserve Bank Stock
Other Bonds and Stocks

Total Securities
Loans and Discounts

Other than Mortgage Loans:

Demand Loans
Time Loans
Bills Discounted
Securities Under R/P Agreement

9,434,357
9,467,918
4,678,542
1,102,567

Sub total

Brokers Loans
Instalment Loans

Total
Mortgage Loans

Net:

Conventionals
FHAs, VAs
Construction and Warehouse, Other

1.2

Total Mortgage Loans

20,856,482

19.7

24.0

25,440,000

Total Earning Assets

91,384,956

86.2

86.7

91,902,000

3,545,918
5,247,854
2,285,614

3.3
5.0
2.2

2.0
4.4
2.8

2,120,000
4,664,000
2,968,000

3,535,658

3.3
13.3

14,098,000

100.0

$106,000,000

Cash and Due from Banks:

Cash
Federal Reserve
Due from Banks
Cash Items in Process of Collection

Total Cash and Due from Banks

14,615,044

Total Earning Assets and Cash and Due
from Banks

$106,000,000

ment of new funds of the bank. A
large principal sum reinvested at a
slight increase in rate may yield
sufficient annual income to offset
any loss occasioned in the invest
ment of new money at current de
posit account costs. Schedule 4
would uncover such distortions.
Schedule 4 also shows clearly the
Published by eGrove, 1968
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100.0

profile of the bank’s growth;
whether or not the new money is
going into broker’s loans, mort
gages, demand loans, securities, and
so forth. It shows basic policy re
sults and makes management aware
of the nature of the bank’s growth.
It causes an awareness of where
the bank is going and how well

4,346,000

it is carrying out its functions.
Where exact percentages are not
known, reasonable estimates may
often be made. These estimates may
still indicate trends and contain a
message relative to the activity in
the various asset accounts.
In the example shown in Sched
ules 4, if, conceivably, it had been

Management Services
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... money is going. It shows basic policy results.

ABC Bank Income

ABC Bank Assets
Average
Yield on
Assets

Over
Guidelines

$1,134,518
9,158,619

4.36
4.70
7.02

$ 53,322
642,935

44,000
1,158,517

6.00
3.50

2,640
40,548

Under

Over
Guidelines

Guidelines

$9,455,181

Under
Guidelines

$412,245

327,200

Net 2,040,473

Net

►

1,681,384

5.80

97,520

952,000

5.62
7.82

53,502

607,383

47,497

103,525

Net 2,026,001

Net

3,349,382
4,208,290
5,442,426
Net 4,583,518
Net

Net

5.52

253,010

177,715

517,044

1,425,918
583,854

682,386
810,342
517,044

—0—

—

Net

-0-

Net $177,715

riod. These changes would have
possible for the total average bal
occurred without any growth re
ances at work during the month
quired in the bank’s total deposit
of August to have been exactly the
funds. Since, in our example, the
same figure, $90,800,000, as the
average balances in earning assets
total average balances at work dur
increased from $90,800,000 to
ing the month of July, changes
$91,384,956, we are able to see, by
in the bank’s earnings still would
exception, where an additional
have occurred dependent upon the
$584,956 of resources ended up
mix of assets held during each pe
https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8
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and also see the net yield on these
additional resources—in our ex
ample, $5,499 annually.
Schedule 4, page 2 shows that an
average $621,506 of new deposit
funds were available for invest
ment during the month and these
deposits project an annual interest
cost of $20,685. The difference be55
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Schedule 5

Page 2

ABC BANK
Comparison of ABC Earning Assets and Deposit Accounts Structure
with Averages of Other Member Banks
Federal Reserve District

ABC Bank

Deposits

Demand

Other Banks

Average
Balances
August 19—

% of

%of

Total
Deposits

Total
Deposits

Amount
Applied to
ABC Bank

$38,914,518

39.2

48.9

$48,582,814

50.8

41.2

40,932,759

Savings:
Regular
Dormant
School
Other Savings

Total Savings Accounts

44,126,945
448,916
44,815
5,815,780

50,436,456

Time:

Trust Funds—Time open
Time Deposits Open
Time C of D's
Savings Certificates
Christmas Club

Total Time
Total Deposits

350,000
400,000
2,104,689
6,418,840
726,854
10,000,383

10.0

9.9

9,835,784

$99,351,357

100.0

100.0

$99,351,357

—
—
—

—
—
—

—
—
—

—

Net Income—Over—Under Guidelines:

Current Month

Prior Months:
January 19—
February
July

tween the interest cost and the
income generated represents a net
loss, on an annual basis, of $15,186.
By comparing average balances
of the current month with average
balances of other prior periods,
such as a year ago or the begin
ning of the fiscal year, we are able
to expand the period under review
and thereby eliminate any distor
tions that may be created because
of time lag in the employment of
new funds.

Conventional schedule expanded
In basic principle Schedule 5 on
page 54 is familiar to all of us. It
starts with the types of assets held
by the bank (except that average
rather than closing date balances
are used) and computes the per
centage that each asset represents
Published by eGrove, 1968
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of the total. Column 3 is based
upon average statistics taken from
Federal Reserve Board releases or
from other outside statistics that
may be available to the bank. Col
umn 4 applies these percentages
to the footings of the ABC bank
to show what the composition of
the assets would be for an average
bank of ABC size footings. Col
umns 6 and 7 are self explanatory.
At this point, the statement goes
one step beyond the conventional
accounting format by applying av
erage yields on the different assets
to show the effect on income result
ing from the ABC Bank’s varia
tions from the average bank.
Page 2 (this page) applies this
same principle to the deposit struc
ture of the bank. It shows not only
the variations from the average
bank in deposit structure but also

—

the effect on income resulting from
this variation. A bank heavy in
interest-bearing deposit accounts is
able to measure the cost of this
money versus other banks of dif
ferent deposit structures.
The fact that a bank is different
from the norm in asset or deposit
structure is not the important con
sideration; what is important is that
it know when and where it is dif
ferent so that management may
challenge its own policy decisions,
in their full environment and either
assure itself that it is on a proper
course or alter its course.
The statement becomes a catalyst
in management policy discussions.
Its importance is not in the last
line alone—each line has a story of
its own to convey.
In our example, the ABC Bank’s
earnings on productive assets are

Management Services
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ABC Bank Deposits

Over
Guidelines

ABC Bank Income

Under
Guidelines

Average
Cost of
Deposits

$9,668,296

-0-

$9,503,697

4.14

164,599

4.58

Over
Guidelines

Under
Guidelines

$393,453

7,538

$400,991

$223,276

278,962
264,316
240,670

$177,715 greater than the average
substantial, middle-class residen
tial neighborhood, where savings
of other banks of comparable size
accounts are a certainty, or in a
and environment, but the cost of
 in
its money on deposit is $400,991
commercial district where business
excess of the average of these same
and personal loans—a source of in
come to the bank—are equally cer
comparable banks.
The above statements in their
tain?
entirety are an invaluable guide to
management in making the largest
Guide to promotion emphasis
possible profit for the bank in the
The same reasoning applies to
present and making the wisest pos
every phase of a bank’s promotion
sible plans for the bank’s future. If
activities. Do you emphasize sav
a merger is contemplated, is it wise
ings
accounts, checking accounts,
to merge with a bank strong in
or
attractive
loan procedures in
branches in residential areas, where
your
advertising?
Look at the com
there might be plenty of money
parisons
first.
Then
you have a
available in savings deposits? These
clue
as
to
which
makes
most sense.
may be good, but in a time of poor
As
expressed
by
Charles
Age
investment possibilities and high
mian,
executive
vice
president
of
interest rates on savings accounts,
New
York
’
s
Chase
Manhattan
they may be disastrous. Opening
Bank, many banks today are “highnew branches? The same reasoning
volume low-profit” operations. This
applies. Is it best to do it in a
https://egrove.olemiss.edu/mgmtservices/vol5/iss1/8
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makes it all the more imperative
that the true profit picture be ac
curately mirrored in every step of
a bank’s operations.
The simple reports we have out
lined in this article can do—and
have done—this. Actually, they are
merely an extension of the tradi
tional profit and loss statement. As
such, they give a new perspective
to bank management and an auto
matic alarm system to signal if
anything has gone wrong. They
can be compiled on the bank’s
own punched cards or electronic
equipment for an investment of a
few hours of machine time a
month.
They can pay off in the best pos
sible investment of the clients’ as
sets at all times and avoidance
overcommitment to any one invest
ment at any time.
57
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Queueing or waiting line theory can involve complex
and time-consuming mathematics. However, this is
not always essential. Here’s an example of a quick,
effective method of solving a queueing problem —

THE USE OF SIMULATION TO SOLVE
A QUEUEING PROBLEM
by Richard M. Story
University of Connecticut

waiting-line
minimum-cost combination requires
(queueing) theory is being
forecasting the probable combined
costs of waiting time and of service
successfully applied to the solution
of many business problems involv
availability before service is actu
ing arrivals (requirements for ser
ally rendered. These costs, how
vice) and service times (accom
ever, frequently are difficult to fore
cast.
plishing the service). Some common
examples: machinists standing in
The simplest queueing problem
line for tools from a tool crib, cars
would involve constant arrivals—
waiting at a toll booth, or produc
say, one every five minutes—and
uniform service time—say, ten min
tion parts being held up waiting
utes per “customer.” The answer is
for inspection.
Bottlenecks (waiting for service)
readily apparent: Two “servers”
and idle capacity (waiting to sup
per “customer” will result in no
ply service) both incur costs. The
waiting for the customers, no idle
staffing of service facilities for the
ness for the servers, thus minimum
Published by eGrove, 1968
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athematical

M

cost. Unfortunately, this situation
is extremely rare.
More commonly arrivals and ser
vice times are both variable. Some
times the patterns of distribution
of arrivals and service times
cer
tain standard statistical distribu
tions, for example, Poisson arrivals
and negative exponential service
times. When this is found to be
the case, existing equations and
tables can be used to determine
the pertinent data.
There is still a third category of
queueing problem, the situation
wherein arrivals and service rates

61
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ELAPSED TIME IN

INSPECTION TIME IN

MINUTES

MINUTES

Distribution of Inspection Times

Distribution of Time Between
Arrivals of Operators

FIGURE 2

FIGURE I

ELAPSED TIME

IN

MINUTES

Cumulative Distribution of Time
Between Arrivals of Operators

Cumulative Distribution
of Inspection Times

FIGURE 3

FIGURE 4

are neither uniform nor in con
formity with standard distributions.
A valuable tool in the examination
this type of problem is simula
tion,1 a method of duplicating a
complicated operation by a set of
rules and computations so that al
ternative decisions may be observed
in action. This article presents an
1 For other examples of the use of simu
lation see Simulation in Financial Plan
ning” by E. N. Khoury and H. Wayne
Nelson, M/S, March-April ’65, p. 13,
and “Using Simulation to Design Man
agement Information System” by Adolph
F. Moravec, M/S, May-June ’66, p. 50.

example of the application of simu
lation via the Monte Carlo method,2
a form
simulation in which ran
domly chosen numbers determine
the course
the computation.
The XYZ Company is a company
engaged in intermittent manufac
ture to stock. Material in process
is checked at centralized inspec
tion stations strategically located
throughout the plant. Rather widely
2 The Monte
method is discussed
in detail in “Setting Inventory Reorder
Points” by Felix A. McCameron, M/S,
May-June ’65, p. 25.
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varied inspection operations are
performed by the inspectors man
ning the inspection stations. Be
cause of the relatively long dis
tances traveled by the operators to
the inspection stations and the rela
tively short time usually required
for the inspections, it is the prac
tice of the operators to wait for
the work to be checked. The op
erators arrive at the station and
are attended to on a first-comefirst-served basis.
The quality manager notices that
operators frequently wait in line
at one of the inspection stations.
59
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Random
No.
40
16
54
46

: ManagementTABLE
Services,
issue] an additional inspector
I Vol. 5, No. 1, January-February 1968 [whole
He thinks
might relieve the condition and
Sample of Time Values for Arrivals and Inspections
consequently cut the cost of idle
Time Since
Inspection
operator time. He asks one of his
Last Operator Arrived
Random
Time
staff engineers to study the situa
(Fig. 3) min.
No.
(Fig. 4) min.
tion.
5
4
6
5
4
6
3
3
7
7
6
6
7
5
4

56
09
10
81
73
64
49
74
36
12

43
55
94
74
23
12
43
81
47
95
23
49
59
18
71
50

5
6
8
7
4
2
5
7
6
8
4
6
6
3
7
6

TABLE 2
Simulation of Conditions at Inspection Station—1

Operators
Arrive at

Inspection
Begins at

Inspection
Ends at

8:00 a.m.
8:05
8:09
8:15
8:20
8:24
8:30
8:33
8:36
8:43
8:50
8:56
9:02
9:09
9:14
9:18

8:00 a.m.
8:05

8:05 a.m.
8:11
8:19
8:26
8:30
8:32
8:37
8:44
8:50
8:58
9:02
9:08
9:14
9:17
9:24
9:30

8:19
8:26
8:30
8:32
8:37
8:44
8:50
8:58
9:02
9:08
9:14
9:17
9:24

Duration of sample: 90 min.

Inspector

Operator
Waiting

Inspector
Idle
Time

Number of
Operators
Waiting

0 min.
0
2
4
6
6

0 min.
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

0
0
1
2
2
3
2

4
7
8
6
6
5
3
6

.

3

3
2
3
2
2

Operators' waiting time: 73 min.

TABLE 3
Sample of Time Values for Arrivals and Inspections—2 Inspectors

Random
No.

Time Since
Last Oper.
Arrived*
min.

78
33
58
27
54
82
85
52
48
24
03
95
95
55
03

7
5
6
4
6
7
8
6
6
4
1
9
9
6
1

Random
No.

Inspection
Time
Inspector 1**
min.

46

6

26

4

Random
No.
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60

7

96

72

87

7

65

6

82

7

7

96

33

5

83

7

82
01

21
12

*From Fig. 3; **From

Inspection
Time
Inspector 2**
min.

4

1

Simulation
The engineer first collects data
showing the characteristics of ar
rivals and service times. Both, he
observes, are randomly distributed.
The distributions are shown in Fig
ure 1 on page 59 and Figure 2 on
the same page.
Testing for fit, he finds that nei
ther set of data approximates any
of the standard distributions (Pois
son, exponential, etc.). Conse
quently, the use of Monte Carlo
simulation is indicated.
In order to adhere to the fre
quency patterns shown to exist by
the histograms (Figures 1 and 2)
and at the same time to permit
simulation of the randomness of
arrivals and service times, he con
structs cumulative distributions
fom the original histograms and
converts the frequencies to per
centages. The results are shown in
Figure 3 and Figure 4 on the pre
ceding page.
He now samples randomly from
the cumulative distributions to se
lect specific arrival times and ser
vice responses to employ in simu
lating the inspection station opera
tion. The dotted lines in Figures 3
and 4 illustrate how this is done.
sample of resulting time values is
presented in Table 1, this page.
With the information derived in
Table 1, the engineer can now
simulate the operation of the in
spection station. The results are
shown in Table 2 on this page.
Operator waiting time over an
elapsed period of 90 minutes totals
73 minutes. (Waiting time does
not include the time required for
the inspection after the inspector is
"waited on.”)
The operators’ average hourly
rate is $4. On the basis of this rate
and the results of the simulation,
he makes the following calcula
tions:
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Simulation of Conditions at Inspection Station—2 Inspectors

Operator

Inspector 1

Inspector 2

Operators

Inspection

Inspection

Performed by

Waiting Time

Idle Time

Arrive at:

Begins at:

Ends at:

Inspector No.:

min.

min.

Idle Time
min.

8:00 a.m.

8:00 a.m.
8:07
3:12

8:06 a.m.

1
2

0

0
6

6

8:14

8:16

1

0

0
6

2

0

2
0
7

8:07

8:12
8:18

0

8:18
8:22

8:26

2

8:22

8:30

1

0
0

8:28

8:28

8:35

2

0

8:35

8:35

8:43

1
2

0

8:43
8:49

8:42
8:49

0

5
0
7

8:49

8:57

1

0

0

1
2

1
6

8:55

8:55

9:02

2

0

8:59

9:04

1

0
0

2

8:59

0

0

9:00

9:02

9:09

2

2

9:09

9:09

9:16

1

0

5
0

0
7

9:18
9:24

9:18
9:24

9:19

2

0

3

2

1

0

9:25

2

0

5
0

6

9:25

9:27
9:27

0

Duration of sample: 87 min.
Operators' waiting time: 2 min.

TABLE 4

Operator waiting time per 8-hour
day = 480 X 73 = 389 minutes.
90
Cost of waiting time per
day = 389 x $4 = $25.93.
60

Two-inspector simulation
The cost of waiting time (nearly
$130 a week) appears excessive.
Perhaps an additional inspector is
needed. To determine whether this
expenditure is justified, the engi
neer performs a second simulation,
using the original data, with two
inspectors manning the inspection
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station. Now the total operator
waiting time over an elapsed period
of 87 minutes is cut to two minutes.
The results of this second simula
tion are shown in Table 3 on page
60 and Table 4 on this page.
The inspectors’ average hourly
rate is $3.85. On the basis of this
rate and the results of the simula
tion, the engineer makes the follow
ing calculations:
Operator waiting time per 8-hour
day = 480 X 2 = 11 minutes.
87
Cost of waiting time per
day = 11 X $4 = $0.73.
60
Cost of added inspector per day =
8 X $3.85 = $30.80.
Therefore, the total daily cost
with two inspectors is $0.73 +
$30.80, or $31.53. Comparison
this cost with the previous one
($25.93) indicates that the existing
arrangement, with one inspector, is
more economical and that the ad
dition of another inspector is not
justified.

the author of many articles on various sub
jects pertaining to industry. He is a member

of the American Society for Quality Control,

the American Production and Inventory Con

trol

Society, and

the

American

of University Professors.

Association

Application
Naturally, two simulations based
on runs totaling less than two hours
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are far from adequate to produce
results yielding a reasonable de
gree of confidence. In actual prac
tice, longer runs (say, a full eight
hours) would be simulated, and
at least fifty iterations would be
conducted for each of the situa
tions—one inspector and two in
spectors.
This would be a formidable task
to perform by hand. Fortunately,
appropriate computer programs
are available. Once the original
data have been assembled, a com
puter can make short work of the
many iterations required.
Where waiting lines with irregu
lar arrivals are concerned, casual
observation can often be mislead
ing. In the example described in
this article it seemed to show the
desirability of adding another in
spector; testing this action by simu
lation kept the quality manager
from making a mistake that could
have cost the company about $1,500
a year at one inspection station
alone. The technique is equally ap
plicable to many other problems,
ranging all the way from machine
maintenance and truck terminal
design to timing of traffic signals
and scheduling of patients in hos
pital clinics.
6164

: Management Services, Vol. 5, No. 1, January-February 1968 [whole issue]

what people are writing about

BOOKS

Computers and Management:
The Leatherbee Lectures 1967
(sponsored by Harvard University
Graduate School of Business Ad
ministration), Division of Re
search, Harvard Business School,
Boston 63, Massachusetts, 121
pages, $3.50 (paperback
This brief collection of talks on
the computers significance for
management contains more good
sense than has ordinarily been
published on this subject in a
decade.

The speakers in this lecture se
ries were told to talk as managers,
not computer specialists, to an au
dience of generalists who wanted
to know how to use electronic data
processing to increase the profita
bility of the business. That is pre
cisely what they did, and the re
sult is a vivid picture of where
the computer stands today
a
management tool. Here are a few
vignettes:
Hershner Cross, vice president
and group executive, General Elec
tric Company: “Companies ... that
put in very heavily automated pro
duction lines . . . discovered . . .
some rather severe shortcomings
... a very high investment... very

high costs every time they wanted
to improve the system... a builtin inflexibility for design changes
and model mixes.... We turned to
a concept we called ‘islands of au
tomation.’ This approach of using
building blocks may be equally
applicable to the so-called Inte
grated Management Information
System. Possibly it is a goal which
still requires many years to attain.”
Donald I. Lowry, manager of
technical staff divisions, Procter &
Gamble Company: “Our approach
has been to build a structure, block
by block, resting on basic source
data and topped with some pieces
of management information which
can be split off of the blocks be
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How You Can Help Management Make
One of Its Most Critical Decisions

ANALYSIS FOR PURCHASE
OR SALE OF A BUSINESS
Management Services Technical Study No. 5
N this age of mergers, you may be frequently called upon to
assist management in the purchase or sale of a business. To
serve most effectively in this area, you must bring all of your
analytical skills and judgment to bear.

I
Earlier Studies in the Series
No. 1: COST ANALYSIS FOK PRODUCT
LINE DECISIONS—This introduction to pric
ing decisions deals with cost behavior and pre
diction and examines some of the problems
that arise in determining a useful measure of
product costs. It demonstrates the major fac
tors to be considered and shows how analytical
skills may be applied to identify cost and
profit relationships even under obscure con
ditions.

No. 2: COST ANALYSIS FOR PRICING
AND DISTRIBUTION POLICIES—This study
describes and illustrates the various types of
analyses which you may be called upon to
perform in the pricing area. It discusses some
of the theoretical concepts that are applicable
in dealing with pricing problems and demon
strates how these concepts may be used in
actual business situations.

No. 3: ANALYSIS FOR EXPANSION OK
CONTRACTION OF A BUSINESS—This
study examines the many factors which must
be analyzed and weighed before a decision is
made to expand or contract a business. It
emphasizes the importance of defining long
term strategy and of evaluating management’s
capabilities and shows how the advisor may use
his skills to determine what changes in rev
enues, costs, and capital requirements will re
sult under certain conditions.

No. 4: ANALYSIS FOR PURCHASING AND
FINANCING PRODUCTIVE EQUIPMENT—
This study examines the ways in which the
management advisor can help his clients carry
out a well-designed capital expenditure pro
gram. It emphasizes the importance of care
fully analyzing cash flow and alternative meth
ods of financing in order to make optimum in
vestment decisions—with minimum risks.
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This newest Management Services Technical Study describes
the various steps and detailed analyses that should be considered
in helping management to evaluate the financial consequences
a proposed purchase or sale . . . determine a reasonable price range
. . . and negotiate from a position of strength.

Within the context of actual business situations, the study
examines such important questions as:
What methods are commonly used
business?

determine the value of a

What kind of adjustments may be necessary in the financial
statements used as a basis for discussion?

To what extent may the selling price be affected by the moti
vations of the buyer? The seller?

When is a cash settlement preferable to an exchange of stock?
About the Management Services Technical Studies —
All of the studies in this series are designed to help you develop
—through self-teaching—a greater competence in handling im
portant types of business advisory problems.

Each study is organized into two main sections: A text section
which considers the general problem, factors and analyses in
volved; and a case section which discusses a number of actual
situations. In these
you will review the situation and then
consider how you would handle such questions as quantitative
analysis of the data . . . approach to the job . . . fee estimates . . .
man-day requirements, etc.
You will then be shown how the case was actually resolved. In
this manner, you will be able to compare your own analyses, con
clusions, and recommendations with those developed in the field.
EACH STUDY—$3.00

POST BINDER—$3.50

AICPA MEMBER DISCOUNT—AICPA members may order this
material at a special 20 per cent discount.

AMERICAN INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS
666 FIFTH AVENUE

NEW YORK, N.Y. 10019

(Please add 5 percent sales tax in New York City. Elsewhere in
New York State, add 2 percent sales tax plus local tax if applicable.)
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This man's IQ is only 100.
So shouldn't he be put away somewhere?

An utterly ridiculous thought! Because an IQ of
100 is “normal”.
But just suppose some super-intelligent group
decided that all of us who aren’t up to their mental
level should be put away somewhere. Or treated as
second-class citizens.
What a howl you’d hear!
Yet, thousands of our citizens—mentally retarded
children and adults—are put in institutions and
neglected. Why? Because more intelligent people
mistakenly believe the retarded can’t learn enough
Published by eGrove, 1968

to become wholly or partly self-supporting.
The fact is, when given the opportunities of other
citizens —schooling, vocational training, job oppor
tunities—85 percent of the retarded can become
useful members of society, rather than drains on it.
What’s your community doing for the retarded?
If you discover neglect and indifference, get things
started. There’s a free booklet to help you. Address
The President’s Committee on Mental Retardation,
Washington, D.C. 20201.
advertising contributed for the public good
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